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Accompanying this letter is an exposure draft of a proposed AICPA Audit and Accounting
Guide, Audits of State and Local Governmental Units. The proposed audit guide would
supersede the 1986 guide of the same name. A summary of the proposed guide also
accompanies this letter.
The guide discusses those aspects of accounting and auditing unique to state and local
governmental units and was developed to assist accounting practitioners and auditors in the
preparation and audit of financial statements of state and local governmental units. The
exposure draft incorporates new accounting and financial reporting requirements resulting from
statements issued by the Governmental Accounting Standards Board (GASB), and some other
accounting changes listed in the summary. Also incorporated in the draft are the effects of
auditing standards issued by the AICPA since the publication in 1986 of the AICPA Audit and
Accounting Guide, Audits of State and Local Governmental Units, the 1988 revision of
Government Auditing Standards issued by the U.S. Comptroller General, and Office of
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Responses should be addressed to Technical Manager, Federal Government Division, File
J-3-400, AICPA, 1455 Pennsylvania Avenue, N.W., Washington, DC 20004-1081, in time to
be received by August 17, 1993.
Written comments on the exposure draft will become part of the public record of the AICPA
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Sincerely,
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Gerard L. Yarnall
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SUMMARY

A significant period of time has elapsed since the publication in 1986 of the AICPA Audit and
Accounting Guide, Audits of State and Local Governmental Units. Many changes have taken place
in generally accepted auditing standards and their application and regulatory and financial reporting
requirements. These changes have created the need for revised guidance.
The objectives of this proposed guide are to provide (1) a general background of the government
environment, and (2) practical guidance to the practitioner on the accounting, auditing, and
financial reporting for state and local governmental units.
The exposure draft contains accounting guidance, some of which was in the 1986 Audit and
Accounting Guide Audits of State and Local Governmental Units but not addressed in
Governmental Accounting Standards Board pronouncements, and some of which is new guidance.
Comments are encouraged on the following paragraphs:
Paragraph
7.8
10.10
10.21 & 13.12
13.11
13.24
11.32 & 15.24
16.27 - 16.30

Topic
Interfund borrowings
Recording debt proceeds
Transfers of fixed assets
Unearned developers' deposits
Systems development fees
No commitment debt
Lotteries

For certain of these topics, the guidance provided is "neutral"—that is, the guide presents the
alternative accounting possibilities and does not recommend one alternative over another. The
final document may or may not recommend a single alternative.
In addition, the guide identifies relevant regulations and professional accounting and auditing
pronouncements and summarizes key provisions of those regulations and pronouncements.
This proposed guide would supersede—
•

The 1986 Audit and Accounting Guide, Audits of State and Local Governmental Units, and
all subsequent editions.

•

AICPA Statement of Position (SOP) 92-7, Audits of State and Local Governmental Entities
Receiving Federal Financial Assistance. *

This exposure draft has been sent to persons who have requested copies.

Part VII of this guide has been reserved for incorporation of the text of SOP 92-7 in its entirety and without
change, except for examples 1 through 1 5 of the SOP's appendix D. These have been revised and are included
in this exposure draft as examples 1 through 1 5 of appendix A. SOP 92-7 was issued in September 1 992.
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PREFACE

This guide has been prepared to assist the independent auditor in examining and reporting on
financial statements of governmental units other than the federal government. Part VII provides
guidance to independent auditors planning or conducting audits involving federal financial
assistance under the requirements of the Single Audit Act of 1984. The guide is intended to be
an initial reference source for the independent auditor who is new to governmental accounting and
auditing. It assumes that the reader has expertise in accounting and auditing generally, but not
in the specialized accounting or auditing practices applicable to state or local governmental units.
Accordingly, the discussion of audit procedures concentrates primarily on those unique to
governmental audits. The nature, timing, and extent of such auditing procedures are a matter of
professional judgment and will vary depending upon the size, organizational structure, existing
internal accounting control structure, and other factors in a particular engagement.
The intent of the guide is to discuss existing accounting pronouncements and recognized practices
unique to governmental units. It does not advocate answers to unresolved accounting issues,
many of which are identified in the annually updated State and Local Governmental Developments,
a publication in the AICPA Audit Risk Alert series. The AICPA Codification of Statements on
Auditing Standards discusses, in AU sections 411.12 and 411.13, the application of established
accounting principles that are generally accepted in the United States to state and local
governmental entities. The auditor should obtain a copy of the Governmental Accounting
Standards Board's codification of Governmental Accounting and Financial Reporting Standards and
any GASB statements issued after the publication date of the codification. Those documents
contain the GASB standards established for governmental accounting.
The guide is effective for audits of financial statements for fiscal periods beginning after December
15, 1993.

XXI

Part I

INTRODUCTION

Chapter 1
OVERVIEW

INTRODUCTION
1.1 Governmental accounting and auditing is unique in many respects. Its multifund structure,
extensive reporting requirements, basis of accounting, and budgetary and other legal compliance
requirements present an environment that is significantly different from that encountered in an
audit of a commercial or not-for-profit organization. An audit of a governmental unit may be
conducted under three different "levels" of audit standards and requirements: generally accepted
auditing standards (GAAS), Government Auditing Standards issued by the U.S. Comptroller
General, or the Single Audit Act of 1984. The different requirements encompassed by each
"level" of auditing standards are discussed in this guide. The auditor, before accepting an
engagement, should understand which auditing standards apply to the engagement.
1.2 If during a GAAS audit of the financial statements the auditor becomes aware that the entity
is subject to an audit requirement that may not be encompassed in the terms of the engagement,
the auditor should communicate to management and the audit committee, or to others with
equivalent authority and responsibility, that an audit in accordance with GAAS may not satisfy the
relevant legal, regulatory, or contractual requirements. See paragraphs 5.4 and 5.5, for a
discussion of the auditor's responsibilities in this situation.
1.3 There are over 81,000 1 state and local governments in the United States. These include
the following:

1

•

States

•

Counties

•

Cities, towns, and villages

•

School districts

•

Municipal utility districts

•

Public benefit corporations and authorities

•

Public employee retirement systems (PERS)

•

Governmental colleges and universities

•

Governmental hospitals and other providers of health care services

•

Other special purpose districts and authorities, established to provide services such as
health care and sanitation, or to manage enterprises such as utilities, roads, and airports

U.S. Bureau of the Census, Census of Governments, 1982 and 1987, vol. 1, no. 1, Government Organization.

3

THE ROLE OF THIS GUIDE
1.4 The purpose of this guide is to provide guidance for accounting, auditing, and reporting on
the financial statements of state and local governmental entities. The guide is based on existing
pronouncements of authoritative standard-setting boards as well as other sources of generally
accepted accounting principles (GAAP). It does not establish new principles or modify existing
ones. Hence, its guidance may have been superseded by standards or regulations issued since its
publication. Therefore, when planning and conducting an audit engagement, the auditor should
refer to the most recent pronouncements of the Governmental Accounting Standards Board
(GASB), the AICPA, the Comptroller General of the United States, the U.S. General Accounting
Office (GAO), the U.S. Office of Management and Budget (OMB), and pertinent government
agencies.
1.5 This guide should be followed if the auditor is engaged to audit a governmental college or
university that has elected to account for its activities using the "governmental model." An
auditor engaged to audit a governmental college or university that has elected to account for its
activities using the "AICPA college guide model" should follow the guidance in the AICPA Audit
and Accounting Guide Audits of Colleges and Universities.
These alternative models are
recognized in the Codification of Governmental Accounting and Financial Reporting Standards
(GASB Codification) Section Co5, which states that governmental colleges and universities should
use one of t w o accounting and financial reporting models:
a. The AICPA college guide model.
The accounting and financial reporting guidance
recognized by the AICPA Audit and Accounting Guide Audits of Colleges and Universities,
as amended by AICPA Statement of Position (SOP) 74-8, Financial Accounting and
Reporting by Colleges and Universities, and as modified by applicable Financial Accounting
Standards Board (FASB) pronouncements issued through November 30, 1989, and by all
applicable GASB pronouncements.
b. The governmental model. The accounting and financial reporting standards established by
the National Council on Governmental Accounting (NCGA) Statement 1, Governmental
Accounting and Financial Reporting Principles, as modified by subsequent NCGA and GASB
pronouncements.
1.6 If the auditor is engaged to audit the separate financial statements of a governmental health
care entity (that is, a governmental hospital or other provider of health care services) that uses
enterprise fund accounting and reporting, the auditor should also refer to the AICPA Audit and
Accounting Guide Audits of Providers of Health Care Services. Chapters 3 and 15 provide further
guidance.
1.7 If the auditor is engaged to audit a PERS, the auditor should also refer to the AICPA Audit
and Accounting Guide Audits of Employee Benefit Plans.
1.8 The guidance presented here is not all-inclusive; rather, it is limited to matters that warrant
special emphasis or that experience has indicated may be useful. This guide is based on the
assumption that its users are, for the most part, knowledgeable in accounting and auditing, so it
focuses on specific problems of auditing, accounting, and reporting with respect to the financial
statements of state and local governments. Accordingly, the guide does not discuss the
application of all GAAP and GAAS as they pertain to the auditing of such financial statements.
The nature, timing, and extent of auditing procedures are matters of professional judgment and
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will vary according to the size of the entity, the operations and administrative structure, the
auditor's assessment of the level of risk, and other factors. The independent auditor is also
expected to be familiar with applicable governmental laws and regulations.

BACKGROUND
1.9
Accounting Principles. In 1968, the NCGA published Governmental Accounting,
Auditing,
and Financial Reporting. At its time of publication, this source was recognized widely as an
authoritative reference for GAAP for state and local governmental units. It is no longer considered
authoritative.
1.10
In 1979, the NCGA issued the first of its seven statements and eleven interpretations
providing additional guidance on governmental accounting and reporting matters, and,
subsequently, issued additional statements and interpretations expanding on the basic principles
established in its first statement. Although the NCGA was not recognized by the AICPA as a
standard-setting body (and, therefore, not officially recognized as a source of GAAP for
government), NCGA statements and interpretations were widely followed and "generally accepted"
by preparers of and attestors to the financial statements of state and local governments.
1.11
In 1984, the Financial Accounting Foundation (FAF) created the Governmental Accounting
Standards Board. The GASB is recognized as the standard-setting authority of GAAP for state and
local units of government, as discussed in paragraphs 1.16 through 1.18. (GASB Statement No.
1, paragraph 8, addresses the authoritative status of NCGA Statements and Interpretations.)
1.12 Auditing Standards. In addition to GAAS established by the AICPA, auditors of state and
local governmental units may also need to be familiar with Government Auditing Standards,
sometimes referred to as generally accepted government auditing standards. Certain aspects of
GAAS and generally accepted government auditing standards establish auditing and reporting
requirements that extend beyond those required in a financial audit of most for-profit organizations.
1.13
When auditing a governmental unit, the auditor may be required to comply with the audit
requirements of the Single Audit Act of 1984 (the "Single Audit Act"). The Single Audit Act,
which establishes audit requirements for state and local governments receiving federal financial
assistance, imposes auditing and reporting requirements beyond those required by GAAS and
generally accepted government auditing standards. Audits conducted under the requirements of
the Single Audit Act are referred to as single audits.
1.14
Auditing in the state and local governmental arena includes several other unique aspects.
Governmental organizations, by their nature, deal with public funds, rather than with the funds of
an individual or a closely held group, or of monies voluntarily invested in a venture. Therefore,
there is perhaps a higher public interest in the accountability for those public funds. As noted in
Government Auditing Standards, there may be qualitative issues, such as controversial new
revenue sources or projects or job performance issues, that an auditor may need to address and
may not be part of an audit of the financial statements of nongovernmental organizations.
Additionally, public funds are required to be administered in accordance with laws and regulations
for which noncompliance can have a significant impact on the government's financial statements.
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ORGANIZATION OF THIS GUIDE
1.15
This audit guide is divided into seven distinct parts. Part I discusses the financial reporting
entity and fund structure. Governmental units become involved in a variety of ventures, which
may or may not be a part of the audited entity. Part I also provides guidance on planning the
audit, the auditor's understanding of the entity's internal control structure, and compliance testing.
Part II discusses the local government audit—governmental funds and account groups. Part III
stresses proprietary and fiduciary funds. Part IV highlights special governmental units and state
governments. Part V discusses concluding the audit and unresolved accounting issues. Part VI
describes auditor's reports. Part VII, on audits of federal financial assistance (SOP 92-7), is not
included in the exposure draft of this audit guide but will be included when the guide is issued in
final form.

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES FOR STATE AND
LOCAL GOVERNMENTS
1.16 The sources of established accounting principles that are generally accepted in the United
States are—
a. Accounting principles promulgated by a body designated by the AICPA Council to establish
such principles, pursuant to rule 203 (AICPA, Professional Standards, vol. 2, ET sec.
203.01) of the AICPA Code of Professional Conduct. Rule 203 provides that an auditor
should not express an unqualified opinion if the financial statements contain a material
departure from such pronouncements unless, due to unusual circumstances, adherence to
the pronouncements would make the statements misleading. Rule 203 implies that
application of officially established accounting principles results in the fair presentation of
financial position, results of operations, and cash flows, in conformity with GAAP.
Nevertheless, rule 203 provides for the possibility that literal application of such a
pronouncement might, in unusual circumstances, result in misleading financial statements.
(See paragraphs 14 and 1 5 of Statement on Auditing Standards [SAS] No. 58, Reports on
Audited Financial Statements [AICPA, Professional Standards, vol. 1, AU sec. 508]).
b. Pronouncements of bodies, composed of expert accountants, who deliberate accounting
issues in public forums for the purpose of establishing accounting principles or describing
existing accounting practices that are generally accepted, provided those pronouncements
have been exposed for public comment and have been cleared by a body referred to in
category a (see paragraph 1.17). (The word cleared means that a body referred to in
subparagraph a has indicated that it does not object to the issuance of the proposed
pronouncement.)
c. Pronouncements of bodies, organized by a body referred to in category a and composed
of expert accountants, who deliberate accounting issues in public forums for the purpose
of interpreting or establishing accounting principles or describing existing accounting
practices that are generally accepted, or pronouncements referred to in category b (see
paragraph 1.17) that have been cleared by a body referred to in category a but have not
been exposed for public comment.
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d. Practices or pronouncements that are widely recognized as being generally accepted
because they represent prevalent practice in a particular industry, or the knowledgeable
application to specific circumstances of pronouncements that are generally accepted.
1.17
The GASB is the recognized standard-setting authority of GAAP for state and local
governments. However, in the absence of a relevant pronouncement by the GASB, auditors may
look to other sources for authoritative guidance. In 1 9 9 1 , the AICPA issued SAS No. 69, The
Meaning of "Present Fairly in Conformity With Generally Accepted Accounting Principles" in the
Independent Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411), which
adopted a hierarchy of GAAP applicable to state and local governmental entities, indicating the
level of authority of various sources. The application of GAAP for financial statements of state
and local governmental entities is as follows:
a. Category a, officially established accounting principles, consists of GASB Statements and
Interpretations, as well as AICPA and FASB pronouncements specifically made applicable
to state and local governmental entities by GASB Statements or Interpretations. GASB
Statements and Interpretations are incorporated periodically in the GASB Codification.
b. Category b consists of GASB Technical Bulletins and, if specifically made applicable to
state and local governmental entities by the AICPA and cleared2 by the GASB, AICPA
Industry Audit and Accounting Guides, and AICPA Statements of Position.
c. Category c consists of AICPA AcSEC Practice Bulletins if specifically made applicable to
state and local governmental entities and cleared by the GASB, as well as consensus
positions of a group of accountants organized by the GASB who attempt to reach
consensus positions on accounting issues applicable to state and local governmental
entities. 3
d. Category d includes implementation guides ("Qs and As") published by the GASB staff, as
well as practices that are widely recognized and prevalent in state and local government.
1.18
In the absence of a pronouncement covered by rule 203 or another source of established
accounting principles, the auditor of financial statements of state and local governmental entities
may consider other accounting literature, depending on its relevance in the circumstances. Other
accounting literature includes, for example, GASB Concepts Statements; the pronouncements
referred to in categories a through d of SAS No. 69, paragraph 10 (AICPA, Professional Standards,
vol. 1, AU sec. 411.10), when not specifically made applicable to state and local governmental
entities either by the GASB or by the organization issuing them; Accounting Principles Board (APB)
Statements; FASB Concepts Statements; AICPA Issues Papers; International Accounting Standards
of the International Accounting Standards Committee; pronouncements of other professional
associations or regulatory agencies; Technical Information Service Inquiries and Replies included
in AICPA Technical Practice Aids; and accounting textbooks, handbooks, and articles. The
appropriateness of other accounting literature depends on its relevance to particular circumstances,
the specificity of the guidance, and the general recognition of the issuer or author as an authority.

2

3

The auditor should assume that such pronouncements specifically made applicable to state and local
governments have been cleared by the GASB, unless the pronouncement indicates otherwise.

As of the date of this guide, the GASB had not established such a group.
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For example, GASB Concepts Statements would normally be more influential than other sources
in this category.

APPLICABLE AUDITING STANDARDS
1.19 Audits of financial statements of state and local governments should satisfy applicable
auditing standards established by the AICPA, which are usually referred to as GAAS. These
auditing standards have been issued as Statements on Auditing Standards, Statements of Position,
and auditing Interpretations. They have been codified in AICPA Professional Standards (Chicago:
Commerce Clearing House), a two-volume set that is published annually. Of particular relevance
to auditors of state and local governments is SAS No. 68, Compliance Auditing Applicable to
Governmental Entities and Other Recipients of Governmental Financial Assistance (AICPA,
Professional Standards, vol. 1, AU sec. 801).
1.20 The Comptroller General of the United States has issued Government Auditing Standards,
which is periodically revised. These standards are to be followed by federal, state, and external
auditors and audit organizations when required by law, regulation, agreement, contract, or policy.
Government Auditing Standards pertains to the auditor's professional qualifications, the quality
of audit effort, and the characteristics of professional and meaningful audit reports. The Single
Audit Act stipulates that Government Auditing Standards be followed in all audit engagements of
state and local governments conducted in accordance with the Act.
1.21
Government Auditing Standards embraces all AICPA audit standards for fieldwork and
reporting and its general standards are similar to those of the AICPA. However, Government
Auditing Standards also contains additional general fieldwork and reporting standards. Included
in the general standards are additional requirements for continuing professional education and
external quality control reviews. For example, auditors responsible for planning, directing,
conducting substantial portions of fieldwork, or reporting on government audits are required to
complete, every t w o years, at least eighty hours of continuing education, with at least twenty-four
of those hours directly related to the government environment and government auditing. In
addition, organizations conducting government audits are required to have an external quality
control review at least once every three years.
1.22
Government Auditing Standards addresses t w o types of audits: financial and performance.
Financial audits include financial statement and financial related audits. Financial statement audits
determine whether the financial statements of an audited entity are presented fairly in accordance
with GAAP and whether the entity has complied with laws and regulations that may have a
material effect on the financial statements. Financial related audits include determining whether
financial reports and related items are fairly presented, whether financial information is presented
in accordance with established or stated criteria, and whether the entity has adhered to specific
financial compliance requirements (Government Auditing Standards, chapter 2, paragraph 3).
Performance audits, by contrast, assess economy, efficiency, and program results. The objective
of a performance audit is to identify inefficient or uneconomical practices and appraise the extent
to which intended results or benefits have been achieved. This guide provides guidance on
financial audits and does not address performance audits.
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ADDITIONAL AUDIT REQUIREMENTS
1.23
As previously noted, the Single Audit Act imposes additional audit responsibilities on
independent auditors of state and local governments that receive federal financial assistance. The
OMB is the federal agency designated as having primary responsibility for implementing the Single
Audit Act. OMB Circular A-128, Audits of State and Local Governments, sets forth audit
requirements for state and local governments receiving federal assistance. A supporting OMB
document, Compliance Supplement for Single Audits of State and Local Governments, identifies
the significant compliance requirements to be considered in organization-wide audits of these
governments. Single audits are discussed in part VII.
1.24 When state and local governments have component units involved in higher education or
other not-for-profit activities, the audit of the component unit may have to be conducted under the
provisions of OMB Circular A-133, Audits of Institutions of Higher Education and Other Nonprofit
institutions.
If the component unit is an educational institution included in a statewide audit, it
can elect to have the audit conducted in accordance with OMB Circular A-128 in lieu of OMB
Circular A-133. The Single Audit Act and OMB Circular A-128 require that federal funds
redistributed (that is, "passed through") to other entities be tested on the same basis as funds
received by the subrecipient directly from the federal government. If the government entity
redistributes funds to a component unit to which OMB Circular A-133 would apply, the audit of
the component unit would likely have to be carried out under the provisions of OMB Circular
A-133.
1.25
Prior to undertaking audits of state and local governments, or of specific government
grants, programs, or contracts, independent auditors should be knowledgeable of the compliance
requirements and auditing standards that have an impact on the scope of the engagement,
including those promulgated by the state or federal agency that has oversight authority over the
government or is responsible for administering the specific grant, program, or contract.

OTHER SOURCES OF GUIDANCE
1.26
The following are nonauthoritative sources of guidance that may be useful in conducting
audits of state and local governmental units.
•

The AICPA issues an annual Audit Risk Alert, State and Local Governmental Developments,
which provides an overview of economic and industry conditions and recently issued
accounting and auditing pronouncements that may affect audits of governmental units.

•

The AICPA has also developed a basic audit program for audits of state and local
governments. Although the program must be customized for specific engagements, it is
a useful starting point for planning a government audit. It is included in a nonauthoritative
practice aid, the Local Governmental Audit and Accounting Manual.

•

The National Automated Accounting Research System (NAARS) contains a computerized
data bank of several hundred financial statements and single audit reports of state and
local governments, as well as a literature file of authoritative pronouncements. NAARS can
be accessed through personal computer terminals that are equipped with a standard
modem.
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1.27

4

•

The AlCPA's Local Government Accounting Trends & Techniques illustrates reporting
practices drawn from the annual reports of 500 local governmental units, and the
percentages of reporting units electing each of various accounting and reporting options.

•

The Government Finance Officers Association (GFOA) publishes Governmental Accounting,
Auditing and Financial Reporting (GAAFR).
Revised periodically, GAAFR features
comprehensive explanations of the principles and standards established by the GASB or
the AICPA, examples of how to account for specific types of transactions (including journal
entries), and illustrations of financial statements.
Sources of single audit guidance are listed in appendix H. 4

The appendices are not included in this exposure draft; see footnote on page iv.
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Chapter 2
THE FINANCIAL REPORTING ENTITY
AND FUND STRUCTURE

BACKGROUND
2.1
GASB Statement No. 14, The Financial Reporting Entity (GASB Codification, appendix A,
[GASB Cod. app. A]), revised the standards for defining the financial reporting entity and
identifying entities to be included in its general-purpose financial statements. Even though
standards existed prior to the issuance of GASB Statement No. 14, requirements were
inconsistently interpreted, resulting in situations where significant activities controlled by the
primary government may have been omitted from the combined financial statements. Thus, even
though GASB Statement No. 14 provides substantial guidance concerning entities to be included
in the financial reporting entity's financial statements, the financial reporting entity concept is still
relatively new and an evolving area. GASB Statement No. 14 has initiated a new concept in
"discrete" presentation by the separation of some component units 5 from the primary
government. In addition, there are a host of emerging issues regarding financial reporting and
auditor responsibility for the discrete column information.
2.2
GASB Statement No. 14 provides new guidance to determine which component units should
be included in the primary government's financial statements. Requirements for inclusion have
been more specifically defined based on financial accountability, as compared with previous
standards based on oversight responsibility. Also, reporting certain component units "discretely"
in the financial statements rather than "blended" with the financial information of the other funds
is intended to make the financial statements of the primary government more meaningful to users.
2.3 The purpose of this chapter is to alert auditors to the major considerations of the reporting
entity definition and related reporting matters. However, auditors should refer to GASB Statement
No. 14 and the GASB Codification for a more complete discussion of the standards and for
illustrative financial statement formats. Auditors need to address these matters during the
planning, testing, and reporting phases of the audit.
2.4
During the initial planning stages of an audit, the auditor should perform procedures to
assess whether the governmental unit has identified all potential component units. To assist the
auditor in determining that the client has identified correctly which component units should be
included in the financial statements, the auditor should be familiar with the requirements and
terminology in GASB Statement No. 14.
2.5 The determination of which potential component units should be included in the financial
statements is not always a simple task. In some situations, the state attorney general or other
legal counsel may need to be consulted. If component units are excluded from the financial

5

Component units are legally separate organizations for which the elected officials of the primary government are
financially accountable. A component unit may be a governmental organization, a not-for-profit corporation, or

a for-profit corporation.
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statements of the governmental unit, the auditor may wish to inform the client of the impact of
the omission of the component unit from the financial statements on the auditor's opinion.
2.6
It is also important to determine all potential component units early during the planning
phase to ensure that the audit is properly coordinated and the materiality levels appropriately
established (see paragraph 3.11). Some component units may be audited by other auditors (see
paragraph 3.9). Delivery deadlines need to be established to ensure that audits of the component
units are completed in time to be included in the financial statements of the primary government.
Certain component units may also require special expertise such as health care, insurance, or
actuarial experience. These specialized areas should be identified early to ensure that personnel
with the required experience will be available when needed.

FINANCIAL REPORTING ENTITY
2.7
The definition of the financial reporting entity is primarily based on the concept of financial
accountability. Financial accountability exists if a primary government appoints a voting majority
of an organization's governing body, and is either able to impose its will on that organization or
there is a potential for the organization to provide a specific financial benefit t o , or impose specific
financial burdens on, the primary government. Governmental units create separate organizations
for a variety of reasons. Despite the outward appearance of autonomy, or separateness, these
organizations are administered customarily by governing bodies that have been appointed by the
elected officials of a primary government. Thus, the elected officials are accountable to citizens
for their public policy decisions, regardless of whether those decisions are carried out directly by
the elected officials through the operations of the primary government or by their designees
through the operations of specially created organizations.
This broad-based notion of
accountability by elected officials leads to the underlying concept of the governmental financial
reporting entity.
Applicability
2.8 The requirements of GASB Statement No. 14 apply at all levels to all state and local
governments and to financial reporting of the following:
•

Primary governments

•

Governmental joint ventures

•

Jointly governed organizations

•

Other stand-alone governments

The requirements apply whether the financial statements are those of a financial reporting entity
or separately issued financial statements of governmental component units. In addition, GASB
Statement No. 14 should be applied to all governmental and nongovernmental component units
when they are included in a governmental financial reporting entity.
2.9 The financial reporting entity consists of the following:
•

The primary government

•

Organizations for which the primary government is financially accountable

12

•

Other organizations whose relationship with the primary government is so significant that
the financial reporting entity's financial statements would be misleading or incomplete if
the organization were to be excluded

2.10 GASB Statement No. 14 defines a primary government as any state government or generalpurpose local government. A primary government is also a special-purpose government that meets
all the following criteria:
•

It has a separately elected governing body.

•

It is legally separate.

•

It is fiscally independent.

The primary government consists of all funds, organizations, institutions, agencies, departments,
and offices that make up the legal entity. Therefore, auditors should assess whether all related
financial information of the financial reporting entity is reported. GASB Statement No. 14 provides
guidance to assist auditors in determining separate legal standing and fiscal independence.
2.11 Component units are legally separate organizations (to include not-for-profit or for-profit
corporations) for which elected officials of the primary government are financially accountable (to
include organizations that are fiscally dependent). Auditors are referred to GASB Statement No.
14 for a detailed discussion of various considerations related to the foregoing criteria. Appendix
C of GASB Statement No. 14 provides a flowchart as an aid for evaluating potential component
units of a particular reporting entity.
Reporting
2.1 2 Auditors should determine that the financial statements of the reporting entity permit the
reader to clearly distinguish between the primary government and its component units. Some
component units have close relationships with the primary government, and their financial statements should be blended as if they were part of the primary government; however, most component unit financial statements will be discretely presented. GASB Statement No. 14 provides
standards and disclosure requirements for both types of presentations.
2.13 The auditor should also obtain assurance that the notes to the financial statements
distinguish between information pertaining to the primary government (including its blended
component units) and that of its discretely presented component units. GASB Statement No. 14
discusses disclosures of the reporting entity's relationships with certain organizations other than
component units, including the following:
•

Related organizations

•

Joint ventures

•

Jointly governed organizations

•

Component units and related organizations with joint venture characteristics

•

Pools

•

Undivided interests

•

Cost-sharing arrangements
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The auditor needs to review carefully proper disclosure requirements for these types of related
organizations.

FUND STRUCTURE
2.14 Within a primary government, accounting systems and financial reports of a governmental
unit are organized on a "fund" basis. Each fund is a separate fiscal entity in the governmental unit
much the same as various corporate subsidiaries are fiscally separate in private enterprise. The
separate funds are established by the governmental entity for specific fiscal accountability in
accordance with statutes, laws, regulations, restrictions, or specific purposes.
Fund Categories
2.15 The auditor should refer to GASB Codification Section 1300 (GASB Cod. sec. 1300) for
the governmental principles of fund accounting for the seven major fund types and t w o account
group categories. Below is a brief summary of the basic overall fund structure of a governmental
unit.
• Fund Types:
— Governmental funds
(a) General fund
(b) Special revenue funds
(c) Capital projects funds
(d) Debt service funds
— Proprietary funds
(e) Enterprise funds
(f) Internal service funds
— Fiduciary funds
(g) Trust and agency funds
• Account Groups:
(h) General fixed assets account group
(i) General long-term debt account group
• Component Units Discretely Presented
In addition, the GFOA's publication Governmental Accounting, Auditing and Financial Reporting
provides a thorough discussion of each fund type and account group.
Number of Funds
2.16 There is no specific number of funds a governmental entity should utilize. GASB Cod. sec.
1300 states only that the entity "should establish and maintain those funds required by law and
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sound financial administration."
report only one general fund.

However, the same section indicates that governments shall

2.17 The auditor should determine that separate funds are maintained and reported when required
by law or other external restrictions. However, accounting principles do not require separate funds
(unless mandated) to account for restricted resources. The auditor also should recognize that staff
of funding sources who are not familiar with fund accounting will often interchange the terms
funds and accounts without the intent of requiring separate fund entities or bank accounts, as long
as a separate accounting is provided for the restricted resources.

REPORTING ENTITY FUND PRESENTATION
2.18 The reporting entity principles included in GASB Statement No. 14 require preparers of
financial statements to distinguish between the primary government (including its blended
component units) and that of its discretely presented component units. These changes may affect
the fund presentations in the financial statements. (Guidance on the determination of materiality
is provided in chapter 3, paragraph 3.11.) For example, special districts previously blended and
reported within the special revenue funds (and perhaps even account groups) or municipal utilities
previously blended and reported as enterprise funds, may require a discrete presentation.
2.19 The appendices to GASB Statement No. 14 provide illustrative examples, disclosures, and
financial statement formats that provide added guidance for the financial reporting entity and the
related fund presentation.
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Chapter 3
PLANNING THE AUDIT

INTRODUCTION
3.1
SAS No. 22, Planning and Supervision (AICPA, Professional Standards, vol. 1 , AU sec. 311),
provides guidance on the considerations and procedures applicable to planning and supervision of
the audit. In planning an audit of a state or local governmental unit, the auditor should —
•

Identify the engagement's reporting objectives.

•

Identify the auditor's role as principal auditor, component unit auditor, or joint auditor.

•

Consider the audit focus of governmental financial statements and level of materiality.

•

Obtain an understanding of the governmental unit.

•

Consider the internal control structure for both manual and computer-based systems, and,
in addition, perform a control risk assessment.

•

Evaluate factors affecting the risk of financial statement misrepresentations.

•

Establish the audit approach, including the development of an audit program.

•

Communicate with
responsibilities.

•

Inquire whether there is a need for any special type of audits or reports.

•

Assess management's identification of laws and regulations that have a direct and material
effect on the determination of amounts in the financial statements.

•

Perform a preliminary analytical review.

•

Consider other matters affecting the conduct of the audit, including management
representation letters, lawyer letters, applicability of other audit and accounting guides,
component unit disclosure issues, and auditor independence.

the

client

concerning

engagement

details

and

auditor/client

Planning the audit is required by GAAS, and the process continues throughout the examination.
Early planning is useful in establishing the probable level and type of effort necessary to conduct
the engagement.
3.2
The auditor should make sure that the client understands clearly the purpose, terms, nature,
and limitations of the engagement. The reporting objectives and other responsibilities assumed
by the auditor should be communicated clearly to the client. The responsibilities accepted by the
client, such as the need for written client representation and an agreement to allow the auditor to
read any material issued by the client with audited financial statements, should also be explained.
An engagement letter is useful in establishing the necessary understanding between the client and
the independent auditor and such a letter is recommended. In a governmental setting those
matters are typically included in a formal contract.
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3.3 The client responsibilities can best be explained by having a pre-audit conference with the
auditee (see paragraphs 3.22 and 3.23). It is good practice to document the understandings from
the pre-audit conference in an engagement letter addressed to the officials having the authority
to engage the auditor. Such an engagement letter should mitigate potential misunderstanding
between the auditor and the client.

IDENTIFICATION OF THE ENGAGEMENT REPORTING OBJECTIVES
3.4
Identifying the specific reports to be issued should be an early step in planning an audit. For
example, in an examination conducted in accordance with GAAS, the auditor may be required to
report on any or all of the following:
•

General-purpose financial statements (GPFS) of the reporting entity, including required
supplementary information, where applicable

•

Comprehensive annual financial report (CAFR) covering the GPFS and combining an
individual fund type and account group financial statements, schedules, and statistical
tables. (The auditor may report on the combining and individual fund financial statements
presented separately or in relation to the GPFS.)

•

Financial statements of a component unit, including required supplementary information,
where applicable

•

Financial statements of a department or agency

•

Individual fund financial statements

•

Special reports on, for example, compliance with bond indentures, or requirements of
federal or state grants, regulatory agencies, or state auditors

Chapter 19 discusses reporting on the government's financial statements. Exhibit 19-1 illustrates
the relationship that exists in the financial reporting pyramid.
3.5
The auditor may be engaged to expand the scope of the engagement for other purposes —for
example, to issue single audit reports (Single Audit Act of 1984) related to federal financial
assistance programs as described in chapter 25, or to review the CAFR submitted to either the
GFOA or the Association of School Business Officials (ASBO) to determine if the report meets their
respective reporting standards. In all cases, care should be exercised to assure that the reporting
requirements of the engagement are clearly defined, preferably in a written engagement letter.

DETERMINATION OF PRINCIPAL AUDITOR
3.6
As previously discussed, the GASB Codification recognized general-purpose financial
statements as an appropriate reporting vehicle for governmental units. As discussed in section
2100 of the GASB Codification, related government activities or component units that meet the
defined criteria are required to be included in the general-purpose financial statements of the
reporting entity. That requirement has resulted in frequent inclusion of component units whose
financial statements are examined by auditors other than those engaged by the primary
government. In some cases the assets, liabilities, revenues, or expenditures (or expenses) of one
or more component units may exceed those of the primary government. Those circumstances
have raised questions about who is the principal auditor of the financial statements of the reporting
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entity. AU section 543.02 of AICPA Professional Standards, vol. 1, requires a decision as to
whether the auditor's participation in the audit is sufficient to enable the auditor to serve as the
principal auditor and to report as such on the financial statements.
3.7
Considering the requirements of AU section 543 and the nature of governmental units and
their financial statements, an auditor should meet both of the following criteria to serve as the
principal auditor:
a. Engagement by the primary government as the principal auditor of the financial reporting
entity
b. Responsibility for examining at least the general fund, or the primary operating fund type
if no general fund exists, of the primary government
Having met the principal auditor criteria, the auditor of the primary government is required to
exercise the responsibilities of that position. Those responsibilities include confirming the
independence of the other auditors (see paragraphs 3.41 and 3.42) and evaluating any adjustment,
condensation, or reclassification of component unit financial data to conform to the presentation
in the general-purpose financial statements of the reporting entity.
3.8
In accordance with AU section 543, the principal auditor should decide whether to make
reference in his or her opinion to the audit(s) of the other auditor(s). If reference is made to the
fact that part of the audit was done by another auditor, the disclosure of the magnitude of the
portion of the financial statements audited by the other auditor should also include an identification
of the fund types and account groups (if blended) or the component unit columns (if discrete).
Examples 12(A), 12(B), and 13 in appendix A present illustrative auditor's reports for the principal
auditor's reference to the audits of other auditors in various circumstances.
3.9 Responsibilities of Component Unit Auditor. The auditor of a component unit may not be
the same as the auditor of the primary government. In those circumstances it is important that
an appropriate professional relationship be established between the t w o auditors. The auditor of
the primary government (the principal auditor) assumes certain responsibilities under AU section
543. The component unit auditor may be required to facilitate the principal auditor's execution
of professional responsibilities. In addition, the component unit auditor may be expected to
participate in preparing financial statements of the component unit on a different basis of
accounting or fiscal year not typically prepared by the component unit for its separate reporting.
It is important that the auditors and their clients reach an early agreement on reporting
responsibilities, including how any additional preparation and audit costs will be borne by the
entities. Coordination of audit responsibilities is equally important in planning a single audit (see
chapter 22). 6
3.10 Responsibilities as Joint Auditor. With the encouragement of governments, CPA firms
occasionally have agreed to perform audits on a joint venture or subcontract basis. Independent
auditors participating in a joint audit should arrive at a formal understanding of their respective
responsibilities (usually by contract), including responsibilities for signing the audit report, means
of determining compensation of the parties, supervision of the engagement, working paper

6

This and other chapter references throughout the guide to chapters 21 through 26 are to the chapters in SOP
92-7, which will be incorporated into the final guide, see footnote on page iv.
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documentation, and review procedures. The responsibility for signing the audit report usually
dictates the extent of working paper review and other professional requirements imposed on the
participants. (See paragraphs 22.18 through 22.23 for a discussion of joint audits.)

AUDIT FOCUS ON FINANCIAL STATEMENT FORMAT AND MATERIALITY
3.11
GASB Cod. sec. 2200.101 states that every governmental unit should prepare and publish,
as a matter of public record, a CAFR that encompasses all funds and account groups. The CAFR
should contain (a) GPFS by fund type and account group, and (b) combining statements by fund
type and individual fund statements. GASB Cod. sec. 2200 deals with various aspects of financial
reporting, including the requirements applicable to the GPFS. GPFS are required to be presented
in a combined statement format that presents fund types, and account groups, and discretely
presented component units in side-by-side columns. The omission of an existing fund type,
account group, or component unit from the GPFS is a departure from GAAP. Examples 5 through
7 in appendix A illustrate the report format in these circumstances. Therefore, audit scope should
be set and materiality evaluations should be applied at the fund type, account group, discretely
presented component unit column(s), or individual fund statement level, or as may be required for
other purposes —such as the requirements for an audit to be performed in accordance with single
audit requirements, as discussed in chapters 5 and 2 1 , respectively.
3.12 With respect to the auditor's reports on the GPFS, established practice shows that the fund
types and account groups must be presented in a side-by-side format of governmental combined
financial statements before an unqualified opinion may be expressed. The omission of a fund type
or account group, for any reason other than nonexistence of the related fund, requires a
qualification in the auditor's report.

UNDERSTANDING THE GOVERNMENTAL UNIT
3.13
Background information relating to the operations of the governmental unit should be
obtained to provide a basis for subsequent audit planning procedures. Background information
useful to planning may include the following:
•

The composition of the reporting entity

•

The form of government, for example, legislative body with governor or mayor as
administrator versus legislative body with appointed manager

•

Organizational structure, including the names and experience of top management

•

Laws, statutes, and regulations governing the general operations of the governmental unit

•

The nature of any joint ventures

•

Factors affecting the continued functioning of the governmental unit, for example, the
presence or absence of taxpayer initiatives that limit the taxing authority's growth,
expenditure growth, or the addition of incremental services

•

The existence and functions of an 'audit committee or other group or individual with
oversight responsibility for financial reporting
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•

Primary sources of revenue (for example, property taxes, appropriations, grants, contracts,
service charges)

•

Services provided by the governmental unit

•

Services provided by separate governmental departments and independent entities (for
example, hospitals, schools, redevelopment agencies) and their relationship to the
governmental unit to be audited

•

Number of employees by governmental function

•

An assessment of accounting and financial reporting systems; if automated, a general
understanding of the type of EDP equipment used, personnel involved, and similar
background information, including software packages and operating systems

•

The number and nature of funds and account groups

•

Departures from GAAP in prior financial statements that could lead to opinion qualifications

•

The nature of any compliance auditing requirements

•

Special reporting requirements

3.14 The foregoing information generally can be obtained from authorizing statutes, charters,
budget documents, recent official statements, prior comprehensive annual financial reports, the
request for proposal, other documents, and discussions with key members of management.

CONSIDERATION OF THE INTERNAL CONTROL STRUCTURE
3.15 As discussed in chapter 4 , to plan the audit, the auditor should have a sufficient
understanding of each of the three elements (control environment, accounting system, and control
procedures) of the internal control structure of the entity. He or she should know about the design
of relevant policies, procedures, and records, and whether they have been placed in operation.
In deciding where to focus the procedures undertaken to gain an understanding of the internal
control structure, the auditor should consider, among other matters, judgments about materiality
for various account balances and transaction classes and the information obtained from the
evaluation of the risk factors described in paragraph 3.17.
3.16
For those internal control structure policies and procedures relevant to audit planning, the
auditor must assess and document the control risk for the assertions embodied in the account
balance, transaction class, and disclosure components of the financial statements.
The
independent auditor uses the knowledge he or she has gained of the internal control structure and
the assessed level of control risk in determining the nature, timing, and extent of substantive tests
for financial statement amounts.

FACTORS AFFECTING THE RISK OF FINANCIAL STATEMENT MISREPRESENTATION
3.17
In developing an audit plan, the auditor should consider factors influencing the risk of
errors, irregularities, or illegal acts causing financial statements to be materially misstated. This
should include an evaluation of the following factors:
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•

The existence of laws, rules, and regulations that may have a direct and material effect on
amounts reported in the financial statements

•

Unusual or unexpected transactions, events, amounts, ratio, or trends noted as a result of
analytical procedures

•

The existence of material accounting estimates

•

The existence of many contentious or difficult accounting issues

•

The existence of significant difficult-to-audit transactions

•

The appearance of an unduly aggressive attitude on the part of management toward
financial reporting

•

The fact that management's reputation in the governmental management community is
poor

•

The situation where the governmental unit is a new client and sufficient prior audit
information is not available from the predecessor auditor

•

Potential for management misrepresentation

•

Susceptibility of assets to unauthorized use or disposition

•

The effectiveness of the overall financial controls, including the ability to operate within
approved budgets and issue timely and accurate financial reports

•

The appropriate segregation of duties and responsibilities

•

The dependence of the governmental unit on one or more individuals to operate key
programs or manage the budget or financial reporting function

•

The effectiveness of any internal audit function

•

Turnover of key personnel

•

Qualifications of key personnel

•

Federal or state requirements for expanded audit scope

•

Qualifications in prior years' auditors' reports

•

Reduction or elimination of federal or state grant funds to finance key local programs

•

The ability of key subsidiary accounting systems to produce data necessary to support
financial statements

•

Decentralized or centralized records

AUDIT APPROACH
3.18 The auditor should design an effective audit approach when planning the engagement.
Because governmental units often maintain numerous funds and account groups, audit tests are
most efficient if they are designed to avoid repetitive procedures. However, if one or more
activities of the governmental unit are operated autonomously, they may need to be tested
separately.
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3.19 The information obtained from the above-mentioned procedures should be used to evaluate
the risk that material misstatements may exist in the financial statements and to establish
acceptable levels of audit risk in view of the perceived levels of detection risk. These evaluations
should be used to develop an audit program.
3.20 The auditor should consider the nature, timing,, and extent of the work to be performed and
develop an audit program. The auditor should be aware that as the audit progresses, the audit
program may need to be modified because of changed conditions, for example, unexpected results
from tests of the operating effectiveness of internal accounting controls, the presence of new
information, or unanticipated activities of the government. SAS No. 22, Planning and Supervision;
SAS No. 4 1 , Working Papers; and SAS No. 55, Consideration of the Internal Control Structure in
a Financial Statement Audit, provide guidance on audit programs and other working paper
documentation (see AICPA, Professional Standards, vol. 1, AU secs. 311.05, 319.38, and 339).
3.21
A preliminary audit planning memorandum may be prepared describing the overall approach
to the audit, including the following:
•

Audit objectives

•

Staffing levels and staff responsibilities

•

Use of analytical procedures

•

Responsibility for and extent of supervision

•

Budgeted hours and completion dates for audit segments

•

Materiality levels used for planning purposes

•

Risk assessments relating to the understanding of internal control structure elements
obtained to plan the audit

•

Guidelines relating to working paper form and content

The audit planning memorandum may be used as a basis for audit staff planning conferences as
well as a means of monitoring the progress of the audit.

PRE-AUDIT COMMUNICATION WITH THE CLIENT
3.22
It may be desirable to hold a pre-audit conference with the client to discuss both the
client's and the auditor's responsibilities. Key elements of the pre-audit conference include —
•

Identification of audit staff.

•

Independent auditor's reports to be issued.

•

The independent auditor's responsibility for communicating reportable conditions under
SAS No. 60, Communication of Internal Control Structure Related Matters Noted in an
Audit (AICPA, Professional Standards, vol. 1, AU sec. 325).

•

Audit timing, including date records will be available for audit, audit start dates, alternative
plan of action if records are not ready for audit as planned, and required report delivery
dates.
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•

Reports to be provided by the auditor pursuant to the terms of the engagement.

•

Purpose, nature, scope, and limitations of the audit.

•

Applicable audit standards and guidance, including the auditor's responsibility for
communicating with management if the auditor becomes aware that the entity is subject
to an audit requirement that is not encompassed in the terms of the engagement.

•

The auditor's responsibilities under GAAS.

•

The auditor's responsibilities for the following:
— Discovering and reporting irregularities
violations, and questioned costs

and illegal acts, contractual

compliance

— Communicating certain matters to the audit committee or other party responsible for
oversight of the financial reporting process
— Preparing or other involvement with any ASBO and GFOA certificate program reports
•

The client's responsibility for the following:
— Financial statement assertions and a management representation letter accepting such
responsibilities
— The internal control structure
— Identifying all laws, rules, and regulations that may have a direct and material effect on
the financial statement amounts and for disclosing all instances of noncompliance

•

The auditor's expectations concerning the availability of lawyer letters.

•

Identification of federal and state financial assistance programs if a single audit or program
audit is to be performed.

•

Internal audit and clerical assistance the auditor expects to receive from the client.

•

Nature and extent of any additional audit tests to be performed at the client's request.

•

Understanding of fee and billing arrangements.

3.23 These pre-audit conference understandings may be communicated with an engagement
letter. The engagement letter should be addressed to the board or official having the authority to
engage the auditor.

DETERMINING WHETHER AN ADDITIONAL AUDIT IS TO BE PERFORMED
3.24 As part of the planning process the auditor needs to be aware of whether the entity is
subject to additional audit requirements that are not encompassed in the terms of the engagement.
If the auditor becomes aware that an audit in accordance with GAAS will not satisfy the relevant
legal, regulatory, or contractual requirement, the auditor should make management aware of the
type of audit that is required (for example, a single audit in accordance with OMB Circular A-128
or A-133). (See paragraphs 22.29 and 22.30 for further discussion of the auditor's responsibilities
in this situation.)
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DETERMINING COMPLIANCE REQUIREMENTS
3.25
In planning the audit, the auditor should determine what compliance tests need to be
performed based on management's identification of applicable laws and regulations. SAS No. 68,
Compliance Auditing Applicable to Governmental Entities and Other Recipients of Governmental
Financial Assistance (AICPA, Professional Standards, vol. 1, AU sec. 801), should also be used
for guidance for testing compliance requirements that could have a direct and material effect on
the financial statements. Part VII discusses the auditor's responsibility for testing compliance
requirements in a single audit.

PERFORMING AN ANALYTICAL REVIEW
3.26 In planning the audit, the auditor should perform an analytical review to identify significant
matters that may require audit emphasis. However, overall analytical review procedures are
generally less effective when applied to the combined financial statements. Such procedures
should be directed at a level sufficient to understand the effect of significant events or actions
taken by management.

DEVELOPING AUDIT PROGRAMS
3.27
In planning an audit, according to SAS No. 22, Planning and Supervision (AICPA,
Professional Standards, vol. 1 , AU sec. 311.05), an auditor should prepare a written audit program
(or a set of programs). Efficient and effective audit programs incorporate consideration of financial
statement assertions, specific audit objectives, and appropriate audit procedures to achieve the
specific objectives.
3.28 The GASB Codification contains the accounting and reporting standards for governmental
units. Chapters 6 through 14 in this guide set forth general financial statement assertions, audit
objectives, and audit procedures that may be considered in developing audit programs. Appendix
B to this guide contains a list of illustrative internal control structure questions an auditor might
raise concerning a state or local government. The auditor plans his or her audit using the GASB
Codification and this guide to meet the objectives of each specific audit engagement.
3.29 Financial Statement Assertions.
In forming an opinion on the financial statements,
"Assertions," according to SAS No. 3 1 , Evidential Matter (AICPA, Professional Standards, vol. 1,
AU sec. 326.03), "are representations by management that are embodied in financial statement
components." Assertions can be classified in the following broad categories:
•

Existence or Occurrence. Reported assets and liabilities actually existed at the balancesheet date and transactions reported in the operating statement actually occurred during
the period covered.

•

Completeness.
All transactions and accounts that should be included in the financial
statements are included, and there are no undisclosed assets, liabilities, or transactions.

•

Flights and Obligations.
The entity has rights to the assets, and the liabilities are
obligations of the entity at a given date.
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•

Valuation or Allocation. The assets, liabilities, revenues, and expenditures/expenses are
included in the financial statements at an appropriate amount.

•

Presentation and Disclosures. The assets, liabilities, revenues, and expenditures/expenses
are properly classified, described, and disclosed in the financial statements.

3.30 Developing Audit Objectives.
An auditor develops specific audit objectives to obtain
evidential matter to support the financial statement assertions. An audit objective is, in effect,
an assertion translated into terms relevant to a specific account.
3.31 Selecting Audit Procedures. The basic requirements for selection of audit procedures are
set forth in SAS No. 31 (AU sec. 326.13).

OTHER MATTERS
3.32 Certain other matters unique to audits of governmental units are also discussed in this
chapter because of their potential relevance to the audit planning process. Those matters include
inquiries of a client's lawyer (lawyer letters), the applicability of other AICPA audit and accounting
guides, component unit disclosure issues, and auditor independence. Also, because governmental
administration changes are common, the independent auditor may have difficulty obtaining
representations from management because the officials have left the employ of the government.
Their replacements or subordinates can provide representations to the extent they have
knowledge. To support their representations, the replacements may find it helpful to obtain
representation from other key employees who were responsible for financial matters during the
audit period. The auditor should consider such circumstances early in the engagement. Failure
or inability to obtain written representations from management may result in a limitation on the
scope of the audit sufficient to preclude the auditor from expressing an unqualified opinion (see
SAS No. 19, Client Representations [AICPA, Professional Standards, vol. 1, AU sec. 333]). (See
chapter 17 for additional discussion of management representation letters.)
Lawyer Letters
3.33
Lawyer letters of the type requested in commercial audits should be requested (see SAS
No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments [AICPA,
Professional Standards, vol. 1, AU sec. 337]). They may be requested, for example, from the city
attorney or the state attorney general, and outside counsel used on significant matters. If the
government's chief legal officer or its outside legal counsel is not willing or able to provide all the
information the auditor needs to form a conclusion on litigation, claims, and assessments, the
auditor should plan early in the engagement to take the steps necessary to avoid a problem and
discuss with the client the qualification that may be necessary when expressing an opinion.
Where inside counsel provides the assessment of litigation, claims, and assessments,
Interpretation No. 8 of SAS No. 12 should be considered (AU sec. 9337.24).
Applicability of Other AICPA Audit and Accounting Guides
3.34 Large governments may have a variety of component units, and planning should involve
not only identifying applicable component units of the reporting entity, but also the accounting
principles and financial reporting practices that should be used by specific component units. In
addition to this guide, four other guides have been issued by the AICPA that address organizations
involved in activities often conducted by units of government. Their applicability in a governmental
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environment should be determined. The following discussion provides guidance until these issues
are further addressed by the GASB.
3.35 Audits of Providers of Health Care Services. Government-operated health care entities
generally should be reported as enterprise funds in accordance with the requirements of the AICPA
Audit and Accounting Guide Audits of Providers of Health Care Services.
3.36 Audits of Colleges and Universities. See paragraph 1.5 for a discussion of the applicability
of the AICPA Audit and Accounting Guide Audits of Colleges and Universities.
3.37 Audits of Certain Nonprofit Organizations and SOP 78-10. Accounting Principles and
Reporting Practices for Certain Nonprofit Organizations. Some governmental units carry on
activities such as operating libraries, museums, cemeteries, and zoological parks. If the activity
is conducted in a fashion that meets the criteria associated with an enterprise activity as defined
in GASB Cod. sec. 1100.103, this guide and SOP 78-10 provide useful audit guidance. If the
activity does not meet the enterprise fund criteria, its reporting should meet the accounting and
reporting requirements of governmental fund accounting.
3.38 Audits of Employee Benefit Plans. Public employee retirement systems (PERS) are similar
to private sector plans in many respects. As a result, the AICPA Audit and Accounting Guide
Audits of Employee Benefit Plans may be useful in identifying audit objectives and related audit
procedures.
Disclosure Issues
3.39 As described in each of the previously mentioned specialized AICPA industry audit and
accounting guides, financial statements of those entities usually employ a multiple-fund-type
structure often including, among others, general unrestricted funds, restricted funds, endowment
or trust funds, and plant funds. If such an entity is included in a government's financial
statements, its financial position and results of operations included in the general-purpose financial
statements of the government should be based on all of its financial activity in accordance with
GASB Cod. sec. 2600. Significant disclosures that might be obscured, such as the extent of
restricted assets and liabilities, should be provided in the notes to the financial statements or
through alternative statement classifications.
3.40 If separate financial statements of the component unit are included elsewhere in the
government's comprehensive annual financial report, they generally should be included in the
format required by the applicable AICPA audit and accounting guide and reconciled to amounts
included in combining financial statements. When separate financial statements are issued, the
notes thereto describing the separate activities should describe clearly the relationship of the
component unit to the sponsoring government.
Auditor Independence
3.41 GASB Cod. sec. 2100 requires the financial statements of many agencies, organizations,
and authorities (component units) previously considered to be autonomous to be combined with
the financial statements of another governmental unit (primary government) to form a financial
reporting entity. Interpretation 101-10 of the AICPA Rules of Conduct requires the auditor issuing
a report on the combined (general-purpose) financial statements to be independent of the primary
government and of each component unit that should be included therein. Likewise, the
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interpretation requires an auditor who is issuing a report on a material component unit, but who
is not the auditor of the primary government, to be independent of that component unit and the
primary government. This is required because the material component units included in the
reporting entity financial statements are subject to significant influence from the primary
government. The auditor of only an immaterial component unit is required to be independent of
only that component unit. However, if that auditor also audited other immaterial component units
that, when aggregated, are material to the reporting entity, the auditor should be independent of
the primary government and of the component units being audited. The auditor should be familiar
with the ethics interpretation and take steps to comply with its provisions.
3.42 For the purpose of applying the interpretation discussed in the previous paragraph, it is
presumed that all component units included in the financial statements of the financial reporting
entity are material unless the auditor can demonstrate otherwise. An auditor expressing an opinion
on the financial statements of a governmental reporting entity should take reasonable steps to
confirm the independence of auditors of component units in accordance with AU section 543, Part
of Audit Performed by Other Independent Auditors.
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Chapter 4
INTERNAL CONTROL STRUCTURE

INTRODUCTION
4.1
This chapter outlines the auditor's responsibility for consideration of the internal control
structure in audits of financial statements of governmental entities. Chapter 24 discusses the
auditor's consideration of the internal control structure used in administering federal financial
assistance programs under the Single Audit Act.

RESPONSIBILITIES UNDER GENERALLY ACCEPTED AUDITING STANDARDS
4.2
SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319), provides guidance on the independent
auditor's consideration of an entity's internal control structure in an audit of financial statements
in accordance with GAAS. It describes the three elements of an internal control structure (the
control environment, the accounting system, and the control procedures) and explains how an
independent auditor should consider the internal control structure in planning and performing an
audit. To plan the audit, the independent auditor should have a sufficient understanding of each
of the three elements, which he or she obtains by performing procedures that will facilitate an
understanding of the design of policies and procedures relevant to audit planning, and should
evaluate whether these have been placed in operation.
Understanding the Internal Control Structure
4.3
In making a judgment about the understanding of the internal control structure necessary
to plan the audit, the auditor considers the knowledge obtained from other sources about the types
of misstatements that could occur, the risk that such misstatements may occur, and the factors
that influence the design of substantive tests to prevent the occurrence of misstatements. Other
sources of such knowledge include previous audits and the understanding of the government environment. The auditor also considers assessments of inherent risk, judgments about materiality,
and the complexity and sophistication of the government's operations and systems—including
whether the method of controlling data processing is based on manual procedures independent of
the computer or is highly dependent on computerized controls. As the operations and systems of
an entity become more complex and sophisticated, it may be necessary to devote more attention
to internal control structure elements to gain an understanding of them that is necessary to design
effective substantive tests.
Understanding of Control Environment
4.4 The auditor should have sufficient knowledge of the control environment to understand
management's and the governing body's attitude, awareness, and actions concerning the control
environment. The auditor should concentrate on the substance of management's policies,
procedures, and related actions rather than their form because management may establish
appropriate policies and procedures but not act on them. For example, a budgetary reporting
system may provide adequate reports, but the reports may not be analyzed and acted on.
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Similarly, management may establish a formal code of conduct but act in a manner that condones
violations of that code.
Understanding of Accounting System
4.5

The auditor should have sufficient knowledge of the accounting system to understand —
•

The classes of transactions in the entity's operations that are significant to the financial
statements.

•

How the transactions are initiated.

•

The accounting records, supporting documents, machine-readable information, and specific
accounts in the financial statements involved in the processing and reporting of
transactions.

•

The accounting processing involved from the initiation of a transaction to its inclusion in
the financial statements, including how the computer is used to process data.

•

The financial reporting process used to prepare the financial statements of the entity,
including significant accounting estimates and disclosures.

Understanding of Control Procedures
4.6
Because some control procedures are integrated in specific components of the control
environment and accounting system, as the auditor gains an understanding of the control
environment and accounting system, he or she is also likely to gain knowledge of some control
procedures. For example, in obtaining an understanding of the documents, records, and
processing steps in the accounting system that pertain to cash, the auditor is likely to become
aware of whether bank accounts are reconciled. The auditor should consider the knowledge about
the presence or absence of control procedures he or she has acquired from an understanding of
the control environment and accounting system in determining whether it is necessary to devote
additional attention to obtaining an understanding of control procedures to plan the audit.
Ordinarily, audit planning does not require an understanding of the control procedures related to
each account balance, transaction class, and disclosure component in the financial statements or
to every assertion relevant to those components.
Procedures to Obtain Understanding
4.7
In gaining an understanding of the internal control structure policies and procedures that are
relevant to audit planning, the auditor should perform procedures that will provide sufficient
knowledge of the design of the relevant policies, procedures, and records pertaining to each of the
three internal control structure elements and whether they have been placed in operation. This
knowledge is ordinarily acquired through previous experience with the entity and procedures such
as inquiries of appropriate management, supervisory, and staff personnel; inspection of entity
documents and records; and observation of entity activities and operations. The nature and extent
of the procedures performed generally vary from entity to entity and are influenced by the size and
complexity of the entity, the auditor's previous experience with the entity, the nature of the
particular policy or procedure, and the nature of the entity's documentation of specific policies and
procedures.
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Documentation of Understanding
4.8 The auditor should document his or her understanding of the entity's internal control
structure elements acquired to plan the audit. The form and extent of this documentation is
influenced by the size and complexity of the entity, as well as the nature of the entity's internal
control structure. For example, documentation of the understanding of the internal control
structure of a large complex government may include flowcharts, questionnaires, or decision
tables. For a small government, however, documentation in the form of a memorandum may be
sufficient. Generally, the more complex the internal control structure and the more extensive the
procedures performed, the more extensive the auditor's documentation should be.
4.9 After acquiring an understanding of the elements of the internal control structure, the
independent auditor assesses control risk for the assertions embodied in the account balance,
transaction class, and disclosure components of the financial statements. Control risk is defined
by SAS No. 55 as the risk that a material misstatement that could occur in an assertion will not
be prevented or detected on a timely basis by the internal control structure policies and
procedures. Control risk may be assessed at the maximum level for those financial statement
assertions for which policies and procedures are unlikely to be effective or because evaluating their
effectiveness would be inefficient. Alternatively, for purposes of audit efficiency, the auditor may
plan to assess control risk at below the maximum level by performing tests of controls to evaluate
the effectiveness of policies and procedures relevant to specific financial statement assertions.
The assessment can be done by performing more tests of controls or obtaining additional evidential
matter (and thus limiting the extent of substantive testing). Also, the assessment of control risk
at a level that is below the maximum must be supported by evidential matter. SAS No. 55
(AICPA, Professional Standards, vol. 1, A l l secs. 319.43 and 319.47), provides further guidance.
4.10
In acquiring an understanding of the internal control structure, the auditor must consider
not only the controls over the manual portions of the system but the computer-related controls as
well. A review of both general and application controls should be considered as part of the
assessment of control risk.
4.11
The auditor should consider whether any noted deficiencies in such internal control
structure policies and procedures should be reported in accordance with SAS No. 60,
Communication of Internal Control Structure Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325).

RESPONSIBILITIES UNDER GOVERNMENT AUDITING STANDARDS
4.12
Government Auditing Standards does not require any additional audit work with respect
to understanding the internal control structure, other than that required as part of a financial audit.
The field work standards for financial audits in Government Auditing Standards, pages 4-7 and 4-8,
state the following:
a. Establishing and maintaining an internal control structure is an important management
responsibility. Good internal controls are essential to achieving the proper conduct of
government business with full accountability for the resources made available. They also
facilitate the achievement of management objectives by serving as checks and balances
against undesired actions. An entity's internal control structure consists of the policies and
procedures established to provide reasonable assurance that specific entity objectives will
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be achieved. The internal control structure may include a wide variety of objectives and
related policies and procedures, only some of which may be relevant to an audit of the
financial statements of the entity.
b. For financial audits, the auditor is concerned primarily with policies and procedures that
pertain to the ability of the entity to record, process, summarize, and report financial data
consistent with the assertions embodied in the financial statements and related financial
items and information discussed previously, to ensure compliance with laws and
regulations. Other policies and procedures, however, may be relevant if they pertain to
data the auditor uses in applying auditing procedures (for example, policies and procedures
that pertain to nonfinancial data that the auditor uses in analytical procedures).
c. An entity generally has internal control structure policies and procedures that are not
relevant to a particular audit and therefore need not be considered. For example, policies
and procedures concerning the effectiveness, economy, and efficiency of certain
management decision-making processes, while important to the entity, ordinarily do not
relate to a financial audit.
d. In fulfilling the audit requirement relating to an understanding of the internal control
structure and assessing the level of control risk, the auditor should follow, at a minimum,
the guidance contained in SAS No. 55, AU sec. 319.
4.13
Government Auditing Standards, however, requires the auditor to prepare a written report
on his or her understanding of the entity's internal control structure and the assessment of control
risk made as part of a financial statement audit. Chapter 5, paragraphs 17 through 22 of
Government Auditing Standards discusses the report on internal control structure. (See paragraph
4.18 for a discussion of the requirements of Government Auditing Standards regarding the scope
of the auditor's work.)
4.14
Reporting on the internal control structure under Government Auditing Standards differs
from reporting under SAS No. 60. Government Auditing Standards requires a written report on
the internal control structure in all audits; SAS No. 60 requires communication—oral or
written—only when the auditor has noted reportable conditions. Government Auditing Standards
requires a description of any reportable conditions noted, including identification of those that are
considered to be material weaknesses. SAS No. 60 permits, but does not require, the auditor to
identify and communicate separately as material weaknesses those reportable conditions that, in
the auditor's judgment, are considered to be material weaknesses. Finally, Government Auditing
Standards requires communication of the following matters, not addressed by SAS No. 60:
a. Identification of the categories of the internal control structure
b. Description of the scope of the auditor's work in obtaining an understanding of the internal
control structure and in assessing control risk
c. Deficiencies in the internal control structure not considered significant enough to be
reportable conditions
4.15
Paragraphs 4.16 and 4.17 provide guidance on identifying elements of the internal control
structure in the auditor's report, and paragraph 4.18 addresses reporting the scope of the auditor's
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work. Paragraphs 4.19 and 4.20 address the communication of "nonreportable conditions."
Reports on the internal control structure are illustrated in appendix A of this guide.
Identifying Controls
4.16
Paragraph 17 on page 5-6 of Government Auditing Standards requires that the auditor's
report on internal control structure-related matters describe "...the entity's significant internal
controls or control structure including the controls established to ensure compliance with laws and
regulations that have a material impact on the financial statements. ..." Government Auditing
Standards presents examples of different ways in which the internal control structure might be
classified, noting that auditors may modify these examples or use other classifications as
appropriate for the particular circumstances on which they are reporting.
4.17
Several variations are possible in the classifications presented in Government Auditing
Standards.
An entity may classify its transactions into a smaller or a larger number of
classifications than mentioned in Government Auditing Standards. For example, the treasury or
financing cycle may be classified as separate investments and debt cycles. For federal agencies,
departments, and programs, the purchases/disbursements cycles may be subdivided into, among
others, grants, loans, entitlements, payroll, and property and equipment; the revenue/receipts cycle
may include taxes, duties, fines and licenses, sales of goods and services, and cash receipts. An
entity may make its classifications on an entity-wide basis or on a departmental basis at the local
operating units.
Scope of the Auditor's Work
4.18
Government Auditing Standards requires that the auditor's report on internal control
structure-related matters describe the scope of his or her work in obtaining an understanding of
the internal control structure and in assessing control risk. Auditors may satisfy this requirement
by stating (a) that they obtained an understanding of relevant internal control structure policies and
procedures and whether those policies and procedures have been placed in operation, and (b) that
they assessed control risk.
"Nonreportable" Conditions
4.19

Paragraph 25 on page 5-10 of Government Auditing Standards states:

Nonreportable conditions in an audited entity's internal control structure not included in
the required reports, should be separately communicated to the audited entity, preferably
in writing. Such control structure conditions when communicated in a management letter
to top management should be referred to in the report on internal controls.
All
communications should be documented in the working papers.
4.20 To comply with this requirement, auditors should communicate to management the
deficiencies in the internal control structure coming to their attention that they believe are not
significant enough to be reportable conditions as defined in SAS No. 60. If the auditor has issued
a separate written communication describing such "nonreportable conditions," the report prepared
in accordance with paragraph 4.19 should be modified to include a statement such as the
following: "However, we noted other matters involving the internal control structure and its
operation that we have reported to the management of [name of entity] in a separate letter dated
August 15, 1 9 X 1 . "
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Content of Reports on the Internal Control Structure
4.21
When the auditor has noted reportable conditions in a financial statement audit conducted
in accordance with Government Auditing Standards, the auditor's report on the internal control
structure should contain the elements described in chapter 25 of this guide.

RESPONSIBILITIES UNDER THE SINGLE AUDIT ACT
4.22
The Single Audit Act expands on the requirements of GAAS and Government Auditing
Standards and requires the auditor to determine and report whether the entity has internal controls
that provide reasonable assurance that it is managing federal financial assistance programs in
compliance with applicable laws and regulations. The auditor's responsibilities under the Single
Audit Act are discussed in chapters 21 through 25.

INDUSTRY CHARACTERISTICS AFFECTING THE CONTROL ENVIRONMENT
4.23
Government operations include a number of characteristics and internal control structure
features that differ from those in the private sector and that may affect significantly the control
environment, such as the following:
•

Budget and appropriation systems

•

Encumbrance systems

•

Personnel control systems

•

Procurement and contracting systems

•

Management

Budget and Appropriation Systems
4.24
Many government budgetary control systems have, as their goal, t w o primary objectives:
(a) to determine that the proposed expenditures are allowed by the budget, and (b) to make sure
that the proposed expenditures do not exceed budgeted and appropriated amounts. The budget
and appropriation process often provides substantial direction and control over expenditures.
Public budget hearings permit the press and public interest groups to influence expected levels of
expenditures. Once adopted and appropriated, the budget becomes the expenditure authorization
for operations. (See chapter 6 for additional internal control structure considerations related to
the budget process.)
Encumbrance Systems
4.25
Encumbrances frequently are recorded in the accounting system. Recording encumbrances
at the time of a legal obligation (when a contract is executed or a purchase order is placed with
a vendor) rather than when the goods or services are received (when the actual payment liability
is incurred) provides an additional level of control. Some governments extend this control to
recording commitments (pre-encumbrances) when there is an intent to enter into a legal obligation.
Depending on the applicable laws and regulations, encumbrances may expire at fiscal year end.
Commitments almost always expire at the end of each year.
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Personnel Control Systems
4.26 Within most units of government, the procedures required to add or delete personnel from
the organization's payroll usually are well established. Union contracts, complex civil service
regulations, or position classification systems designed to provide equity in job assignments, job
protection, and other security to employees, require the implementation of specific controls. When
coupled with budgetary controls, which are often in the form of position and salary ceiling limits,
they reduce opportunities for discretionary hiring and termination. However, unless the position
classification and control system requirements are executed properly and are linked to the payroll
accounting system, they will not achieve their objectives. Moreover, special units of government,
such as public authorities, often are not under the same stringent controls as primary governmental
units.
Procurement and Contracting Systems
4.27
Procurement techniques and the types of contracts and agreements used to acquire goods
and services in governments frequently exceed the requirements of the private sector. Regulations
surrounding the administration and use of procurement procedures by governments usually permit
far less latitude and discretion than commonly exist in the private sector. Because governmental
procurement procedures usually provide for (a) public notice of procurement opportunities, (b)
disclosure of procurement evaluation procedures, and (c) bidding or negotiation procedures,
significant procurements in government are usually exposed to a high level of public scrutiny.
Each of these procedures may enhance the internal control structure of governmental units.
Management
4.28
The administration of a governmental entity almost always has executive and legislative
components plus a judicial component in many cases. The executive branch of a government is
responsible for instituting and maintaining a satisfactory internal control structure for operations.
This structure should conform to the laws and regulations established by the legislative
component. In addition, the judicial component frequently is quasi-independent from these other
components. In some instances (especially in county governments) the courts have direct
responsibility for the financial system.
4.29
Management's awareness and attitude toward internal controls is a part of the control
environment that the auditor should evaluate early in an audit engagement. Management should
understand its responsibility to implement and maintain an adequate internal control structure and
should —
•

Initiate procedures to detect areas of operation particularly vulnerable to errors,
irregularities, and misuse of assets or circumstances that may adversely affect the
reliability of the government's financial statements.

•

Establish procedures to monitor and evaluate compliance with internal control structure
policies.

•

Institute timely action to correct identified internal control structure weaknesses.

4.30
Management's perception of its responsibilities for the control environment can affect
significantly the conduct of an audit.
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INFLUENCE OF OTHER ENTITIES ON THE INTERNAL CONTROL STRUCTURE
4.31
Individuals and organizations, such as management, grantor agencies, and internal auditors,
may have an effect on the internal control structure in a governmental organization.
Grantor Agencies
4.32
Organizations outside the governmental entity being audited may also have an effect on
the internal control structure. For example, federal or state programs may provide a significant
portion of a local government's revenues. The terms of the grant or entitlement agreements
frequently impose considerable control requirements on the recipient. Grant provisions may relate
not only to how funds are used, but also to accounting, reporting, and control structure requirements.
4.33
Grantor agencies naturally are concerned with the quality of the internal control structure
established by grantees to assure compliance with grant terms and conditions. The independent
auditors are also concerned because the scope of the audit may be affected by the adequacy of
the existing internal control structure. Failure to comply with the terms of grant agreements may
give rise to contingent liabilities for return of revenues, resulting in a material impact on the
financial statements and, thus, is a factor in the auditor's ability to express an opinion on the
financial statements of the grantee.
Internal Auditors
4.34 As in commercial enterprises, internal auditors of governmental entities usually play a
significant role in monitoring the internal control structure and making recommendations for
improvement. The internal audit organization usually attempts to maintain its independence from
the executive, legislative, or judicial branches, although it may report administratively to any of
them.
4.35
In some governments, the head of the audit agency may be elected rather than appointed.
Publicly elected governmental auditors usually do not fall within the traditional definition of internal
auditors. Many state legislatures have appointed legislative auditors whose purpose is to perform
independent financial, compliance, and performance audits of governmental programs administered
by executive branch agencies.
4.36 The executive branches of state and federal governments frequently establish internal audit
organizations within each operating department. Such a departmental internal audit organization
is normally responsible for (a) internal audit of departmental activity, and (b) audit of grantees
(beneficiaries) to whom the department provides funds in accordance with legislative programs.
4.37
Auditors should recognize the variety of roles and perspectives internal audit functions may
have within government and the effects on the organization's internal control structure. The
presence of an internal audit function may affect an organization's internal control structure in t w o
ways. First, the presence of an internal audit function usually increases the attention devoted to
the internal control structure of the organization. Second, to the extent an internal audit function
is responsible for a continuing evaluation of the internal control structure, it serves an important
role by monitoring the control systems. SAS No. 65, The Auditor's Consideration of the Internal
Audit Function in an Audit of Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
322), discusses the effects of internal audit organizations on the independent auditor's audit.
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Further, Government Auditing Standards requires that governmental auditors and internal auditors
conducting audits pursuant to such standards comply with the same continuing education and
quality control standards established for independent public accountants.
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Chapter 5
TESTS OF COMPLIANCE WITH LAWS AND REGULATIONS

INTRODUCTION
5.1 SAS No. 68, Compliance Auditing Applicable to Governmental Entities and Other Recipients
of Governmental Financial Assistance (AICPA, Professional Standards, vol. 1, AU sec. 801),
established standards for testing and reporting on compliance with laws and regulations in
engagements, as defined below, under GAAS; Government Auditing Standards; the Single Audit
Act of 1984 and OMB Circular A-128, Audits of State and Local Governments; and OMB Circular
A-133, Audits of Institutions of Higher Education and Other Nonprofit Institutions. This chapter
provides guidance on the auditor's responsibility to —
a. Apply the provisions of SAS No. 53, The Auditor's Responsibility to Detect and Report
Errors and Irregularities (AICPA, Professional Standards, vol. 1, AU sec. 316), and SAS
No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), in
relation to detecting misstatements resulting from illegal acts related to laws and
regulations that have a direct and material effect on the determination of financial
statement amounts in audits of the financial statements of governmental entities (see
paragraphs 5.6 through 5.18 of this guide).
b. Report on compliance with laws and regulations in audits conducted in accordance with
Government Auditing Standards (1988 revision), issued by the Comptroller General of the
United States (see paragraphs 5.21 through 5.29 of this guide).
c. Establish an understanding with management regarding the type of engagement when
engaged to test and report on program-specific audits or compliance with state or local
laws and regulations (see paragraphs 5.33 through 5.36 of this guide).
Chapters 21 through 26 provide guidance on the auditor's responsibility to test and report on
compliance with certain laws and regulations applicable to federal financial assistance programs
in audits conducted in accordance with the Single Audit Act of 1984 and OMB Circular A-128,
or with OMB Circular A-133, if applicable.
5.2 Management is responsible for ensuring that the entity it manages complies with the laws
and regulations applicable to its activities. That responsibility encompasses identifying applicable
laws and regulations and establishing internal control structure policies and procedures designed
to provide reasonable assurance that the entity complies with those laws and regulations. The
auditor's responsibility for testing and reporting on compliance with laws and regulations varies
according to the terms of the engagement.
5.3 Because of the variety of audit requirements to which entities receiving governmental
financial assistance are subject, auditors should exercise due professional care in ensuring that
they and management understand the type of engagement to be performed. If a proposal,
contract, or engagement letter is used, an auditor may want to consider including in it a statement
as to the type of engagement and whether the engagement is intended to meet a governmental
oversight agency's audit requirements.
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5.4 Management is also responsible for obtaining audits that satisfy relevant legal, regulatory,
or contractual requirements. Generally accepted auditing standards do not require the auditor to
perform procedures beyond those he or she considers necessary to obtain sufficient competent
evidential matter to form a basis for the opinion on the financial statements. Therefore, if during
a GAAS audit of the financial statements the auditor becomes aware that the entity is subject to
an audit requirement that may not be encompassed in the terms of the engagement, the auditor
should communicate to management and the audit committee, or to others with equivalent
authority and responsibility, that an audit in accordance with GAAS may not satisfy the relevant
legal, regulatory, or contractual requirements. 7 For example, the auditor will be required to make
this communication if an entity engages an auditor to perform an audit of its financial statements
in accordance with GAAS and the auditor becomes aware that by law, regulation, or contractual
agreement the entity also is required to have an audit performed in accordance with one or more
of the following:
•

Government Auditing Standards, issued by the Comptroller General of the United States

•

The Single Audit Act of 1984 and OMB Circular A-128, Audits
Governments

•

OMB Circular A-133, Audits
Institutions

•

Other compliance audit requirements, such as state or local laws or program-specific audits
under federal audit guides

of Institutions

of State and Local

of Higher Education and Other

Nonprofit

5.5 The communication required by paragraph 5.4 may be oral or written. If the communication
is oral, the auditor should document the communication in the working papers. The auditor should
consider how the client's actions in response to such communication relate to other aspects of
the audit, including the potential effect on the financial statements and on the auditor's report on
those financial statements. Specifically, the auditor should consider management's actions (such
as not arranging for an audit that meets the applicable requirements) in relation to the guidance
in SAS No. 54.

COMPLIANCE AUDITING IN AUDITS CONDUCTED IN ACCORDANCE
WITH GENERALLY ACCEPTED AUDITING STANDARDS
5.6 In an audit performed in accordance with GAAS, the auditor's responsibility for consideration
of laws and regulations and how they affect the audit is described in SAS Nos. 54 and 53. SAS
No. 54, AU sec. 317, paragraph 5, equates the auditor's responsibility for detecting misstatements
caused by certain illegal acts with the responsibility for other errors and irregularities:
The auditor considers laws and regulations that are generally recognized by auditors
to have a direct and material effect on the determination of financial statement
amounts. . . . However, the auditor considers such laws or regulations from the
perspective of their known relation to audit objectives derived from financial statement

7

For entities that do not have audit committees, "others with equivalent authority and responsibility" may
include the board of directors, the board of trustees, the owner in owner-managed entities, the city council,
or the legislative standing committee.
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assertions rather than from the perspective of legality per se. The auditor's
responsibility to detect and report misstatements resulting from illegal acts having a
direct and material effect on the determination of financial statement amounts is the
same as that for errors and irregularities as described in SAS No. 53, The Auditor's
Responsibility to Detect and Report Errors and Irregularities.
5.7 SAS No. 53, AU sec. 316, paragraph 5, describes the auditor's responsibility for detecting
errors and irregularities as follows:
The auditor should assess the risk that errors and irregularities may cause the financial
statements to contain a material misstatement. Based on that assessment, the auditor
should design the audit to provide reasonable assurance of detecting errors and
irregularities that are material to the financial statements.
5.8 Thus, the auditor should design the audit to provide reasonable assurance that the financial
statements are free of material misstatements resulting from violations of laws and regulations
that have a direct and material effect on the determination of financial statement amounts. 8 This
responsibility exists for all audits conducted in accordance with GAAS. 9
5.9 GASB Cod. sec. 1200.103 indicates that governmental entities generally are subject to a
variety of laws and regulations that affect their financial statements:
An important aspect of GAAP [generally accepted accounting principles] as applied to
governments is the recognition of the variety of legal and contractual considerations
typical of the government environment. These considerations underlie and are
reflected in the fund structure, bases of accounting, and other principles and methods
set forth here, and are a major factor distinguishing governmental accounting from
commercial accounting.
5.10 Paragraphs 5.11 through 5.14 provide guidance on obtaining an understanding of the
possible effects on a governmental entity's financial statements of laws and regulations that have
a direct and material effect on the determination of financial statement amounts. Paragraphs 5.15
through 5.18 provide guidance on considering the risk, including control risk, that the financial
statements could include material misstatements resulting from violations of such laws and
regulations.
Understanding the Effects of Laws and Regulations
5.11 The auditor should obtain an understanding of the possible effects on financial statements
of laws and regulations that are generally recognized by auditors to have a direct and material
effect on the determination of amounts in a governmental entity's financial statements. The
auditor also should assess whether management has identified laws and regulations that have a
direct and material effect on the determination of amounts in the governmental entity's financial

8

Paragraph 3.11 of this guide states that, for general-purpose financial statements, "audit scope should be set
and materiality evaluations should be applied at the fund type and account group level. . . . "

9

The auditor undertakes the same responsibility in an audit of financial statements conducted in accordance with
Government Auditing Standards.

39

statements.
The auditor may consider performing the following procedures in assessing
management's identification of such laws and regulations and in obtaining an understanding of
their possible effects on the financial statements:
a. Consider knowledge about such laws and regulations obtained from prior years' audits.
b. Discuss such laws and regulations with the entity's chief financial officer, legal counsel,
or grant administrators. Obtain written representation from management regarding the
completeness of management's identification (see paragraph 5.20).
c. Review the relevant portions of any directly related agreements, such as those related to
grants and loans.
d. Review minutes of meetings of the legislative body of the governmental entity being
audited for the enactment of laws and regulations that have a direct and material effect
on the determination of amounts in the governmental entity's financial statements.
e. Inquire of the office of the federal, state, or local auditor or other appropriate audit
oversight organization about laws and regulations applicable to entities within their
jurisdiction, including statutes and uniform reporting requirements.
f. Inquire of the program administrators of the governmental entities that provided the grants
about restrictions, limitations, terms, and conditions under which such grants were
provided. 10
g. Review information about compliance requirements available from the state societies of
CPAs or associations of governments.
Examples of Effects of Certain Laws and Regulations on a Governmental Entity's
Financial Statements
5.12 The following are some of the types of laws and regulations that may have a direct and
material effect on the determination of amounts in a governmental entity's financial statements.
These types of laws and regulations may be relevant to an entity whether or not it is legally
required to prepare financial statements in accordance with GAAP.
a. Reporting Entity. For those entities required by law or regulation to prepare financial
statements in accordance with GAAP, GASB Cod. sec. 2100 establishes criteria for
determining the organizations, functions, and activities of government that should be
included in the financial reporting entity. The financial reporting entity consists of the
primary government, the organizations for which the primary government is financially
accountable, and other organizations that if not included would cause the reporting entity's
financial statements to be misleading or incomplete. In defining the financial reporting
entity, management should consider applicable laws and regulations.

10

In assessing management's identification of requirements governing federal financial assistance programs and
obtaining an understanding of their possible effects on the determination of financial statement amounts, the
auditor may use as a reference source the Compliance Supplement for Single Audits of State and Local
Governments and the Compliance Supplement for Audits of Institutions of Higher Learning and Other Non-Prof it
Institutions, issued by the Office of Management and Budget, and the Catalog of Federal Domestic Assistance.
See appendix H for sources of Single Audit and other relevant literature.
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b. Establishment of Funds.
GASB Cod. sec. 1300 establishes the principles of fund
accounting. It notes that —
Various types of legal provisions require establishment of funds. At the state
level, funds may be created pursuant to statutes enacted by the legislative
body. A local government's funds may be established by state statutes, or
by local charters, ordinances, and governing body orders.
For example, a state statute may require that proceeds of a state gasoline tax be
accounted for in a special revenue fund.
c. Budgetary Reporting. An appropriated budget is the expenditure authority created by
appropriation bills or ordinances that are signed into law and the related estimated
revenues. GASB Cod. sec. 2400 requires that the general-purpose financial statements
present an aggregation by fund type of the appropriated budgets, as amended, compared
to actual results of operations.
d. Matching Requirements. A grantor may require grantees to contribute their own resources
toward carrying out the activity funded with a grant. A grant is a contribution of cash or
other assets from another government to be used or expended for a specified purpose,
activity, or facility. GASB Cod. sec. G60.109 states that if such matching requirements
exist, revenue recognition depends on compliance with those requirements.
e. Restrictions on Expenditures.
The purposes for which the proceeds of certain
governmental revenues may be expended are restricted by law. For example, a state
constitution may require that proceeds of a state gasoline tax be expended only for
maintenance of highways. Similarly, legislation enacting a housing grant program may
require governmental entities receiving the grant to distribute the proceeds only to families
meeting certain eligibility tests. Restrictions on expenditures do not necessarily require
establishment of a special revenue fund. GASB Cod. sec. 1300.107 notes that "resources
restricted to expenditure for purposes normally financed from the general fund may be
accounted for through the general fund provided that applicable legal requirements can be
appropriately satisfied, and use of special revenue funds is not required unless they are
legally mandated."
f. Taxing and Debt Limitations. Certain governmental entities may be subject to laws and
regulations that place limits on local government taxing authority, place ceiling limitations
and other issuance criteria on debt, or place limits on the use of debt proceeds.
g. General Requirements.
Certain of the general requirements identified in the OMB's
Compliance Supplements may have a direct and material effect on the determination of
financial statement amounts in some circumstances. For example, certain costs not
allowable by federal programs may have been inappropriately allocated to federal programs
as indirect costs. Such an action would be a violation of OMB Circular No. A-87, Cost
Principles for State and Local Governments, referred to in the allowable costs/cost
principles general requirement, and would have a direct effect on the determination of costrelated amounts in the entity's financial statements.
5.13 The GASB Codification also includes requirements to disclose violations of certain laws and
regulations. GASB Cod. sec. 2300.104 states: "Notes to the financial statements essential to
fair presentation at the GPFS [general-purpose financial statements] level include . . . [m]aterial
violations of finance-related legal and contractual provisions." The auditor's consideration of the
adequacy of such disclosure includes an evaluation of the governmental entity's compliance with
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laws and regulations that could have a direct and material effect on the determination of financial
statement amounts. The following are examples of violations of those laws and regulations that
a governmental entity may be required to disclose:
a. Failure to establish funds required by law
b. Expenditures in excess of a legally appropriated budget
c. Expenditure of the proceeds of a grant without satisfying matching requirements
d. Expenditure of the proceeds of a tax in violation of legal restrictions on use of those
proceeds
e. Issuance of debt in excess of ceiling limitations imposed by law
5.14 GASB Cod. secs. 150.161 to 150.162 specifically require governmental entities to disclose
the types of investments they are legally authorized to make and any violations of legal or
contractual provisions for deposits and investments. When these disclosures have been made by
management, the auditor should also evaluate a governmental entity's compliance with legal
provisions for deposits and investments. The auditor's responsibility to evaluate compliance with
these legal provisions arises since the disclosures are specifically required by GAAP, not because
the legal provisions have a direct and material effect on the determination of financial statement
amounts.
Considering Risk
5.15
SAS No. 53 (AU sec. 316) paragraph 9 states, "In developing an audit plan, the auditor
should consider factors influencing audit risk that relate to several or all account balances and
obtain an understanding of the internal control structure."
5.16 Factors Influencing Audit Risk. SAS No. 53 cites matters the auditor should consider in
assessing audit risk at the financial-statement level and at the account balance or class of
transactions level. Certain of these matters are relevant to the auditor's consideration of the risk
of material misstatement of the financial statements resulting from violations of laws and
regulations that have a direct and material effect on the determination of financial statement
amounts. For example, if a governmental entity is decentralized without adequate monitoring, the
risk of material misstatement at the financial statement level might be increased. The risk of
material misstatement related to particular assertions at the account balance or class of
transactions level might be influenced by the nature, cause, and amount of known and likely
misstatements detected in prior audits and the competence of personnel assigned to processing
data that affect the account balance or class of transactions.
5.17 Internal Control Structure. SAS No. 55, Consideration of the Internal Control Structure in
a Financial Statement Audit (AU sec. 319), requires the auditor to acquire an understanding of the
internal control structure that is sufficient to plan the audit and to assess control risk for the
assertions embodied in the financial statements (see chapter 4). In an audit of the financial
statements of a governmental entity, this understanding includes knowledge about the design of
internal control structure policies and procedures relevant to financial statement assertions
affected by compliance with laws and regulations that have a direct and material effect on the
determination of financial statement amounts and about whether those policies and procedures
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have been placed in operation. 11 In planning the audit, such knowledge should be used to
identify types of potential misstatements, consider factors that affect the risk of material
misstatement, and design substantive tests. The auditor's assessment of control risk for
assertions affected by compliance with such laws and regulations may be influenced by policies
and procedures in all three elements of the internal control structure (control environment,
accounting system, and control procedures). For example, the following control environment
factors may influence the auditor's assessment of control risk:
a. Management's awareness or lack of awareness of applicable laws and regulations
b. Entity policy regarding such matters as acceptable operating practices and codes of
conduct
c. Assignment of responsibility and delegation of authority to deal with such matters as
organizational goals and objectives, operating functions, and regulatory requirements
5.18 The auditor should consider whether any noted deficiencies in such internal control
structure policies and procedures should be reported in accordance with SAS No. 60,
Communication of Internal Control Structure Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325).
Working Paper Documentation
5.19 The auditor should document procedures performed to evaluate compliance with laws and
regulations that have a direct and material effect on the determination of financial statement
amounts in accordance with SAS No. 4 1 , Working Papers (AU sec. 339). The auditor's
understanding of the internal control structure as it pertains to compliance with such laws and
regulations, as well as the related assessment of control risk, should be documented in accordance
with SAS No. 55. Government Auditing Standards specifies that working papers should —
a. Contain a written audit program cross-referenced to the working papers.
b. Contain the objective, scope, methodology, and results of the audit.
c. Contain sufficient information so that supplementary oral explanations are not required.
d. Be legible with adequate indexing and cross-referencing, and include summaries and lead
schedules, as appropriate.
e. Restrict information included to matters that are materially important and relevant to the
objectives of the audit.
f. Contain evidence of supervisory reviews of the work conducted.

11

In addition, for compliance with laws and regulations that have an indirect effect on the determination of
financial statement amounts, SAS No. 54 notes that, where applicable, the auditor should also inquire of
management concerning —
•

The client's policies relative to the prevention of illegal acts.

•

The use of directives issued by the client and periodic representations obtained by the client from
management at appropriate levels of authority concerning compliance with laws and regulations.
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Written Representations From Management
5.20 SAS No. 19, Client Representations (AICPA, Professional Standards, vol. 1, AU sec. 333),
requires the auditor to obtain written representations from management as part of an audit
conducted in accordance with GAAS. In audits to which this guide applies, auditors should
consider obtaining additional representation from management acknowledging that —
a. Management is responsible for the entity's compliance with laws and regulations applicable
to it.b. Management has identified and disclosed to the auditor all laws and regulations that have
a direct and material effect on the determination of financial statement amounts.
c. Management has identified and disclosed to the auditor violations or possible violations of
laws or regulations whose effects should be considered for disclosure in the financial
statements or as a basis for recording a loss contingency.

REPORTING UNDER GOVERNMENT AUDITING STANDARDS
5.21 A governmental entity, not-for-profit organization, or business enterprise may engage an
auditor to audit its financial statements in accordance with Government Auditing Standards. In
performing an audit in accordance with Government Auditing Standards, the auditor assumes
responsibilities beyond those assumed in an audit conducted in accordance with GAAS to report
on compliance with laws and regulations and on the internal control structure. 12
Reporting on Compliance With Applicable Laws and Regulations
5.22 Paragraph 5 on page 5-2 of Government Auditing Standards includes the following
requirement to report on compliance with laws and regulations:
The auditors should prepare a written report on their tests of compliance with applicable
laws and regulations. This report, which may be included in either the report on the
financial audit or a separate report, should contain a statement of positive assurance on
those items which were tested for compliance and negative assurance on those items not
tested. It should include all material instances of noncompliance, and all instances or
indications of illegal acts which could result in criminal prosecution.

. 12

Concerning audit follow-up, paragraph 41 on page 3-16 of Government Auditing Standards states: "Due
professional care also includes follow-up on known findings and recommendations from previous audits that
could have an effect on the current audit objectives to determine whether prompt and appropriate corrective
actions have been taken by entity officials or other appropriate organizations. . . . The auditor's report should
disclose the status of known but uncorrected significant or material findings and recommendations from prior
audits that [a]ffect the current audit objective."
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5.23 The auditor's report on compliance is based on the results of procedures performed as part
of the audit of financial statements. Tests of compliance are discussed in paragraph 5.24. Matters
the auditor considers in reporting on compliance in accordance with Government Auditing
Standards are as follows:
a. Positive and negative assurance (paragraph 5.25)
b. Reporting noncompliance (paragraphs 5.26 and 5.27)
c. Illegal acts (paragraphs 5.28 and 5.29)
Tests of Compliance With Applicable Laws and Regulations
5.24 Paragraph 6 on page 4-2 of Government Auditing Standards includes a requirement that
"a test should be made of compliance with applicable laws and regulations." The auditor will have
complied with the requirements of Government Auditing Standards by designing the audit to
provide reasonable assurance of detecting errors, irregularities, and illegal acts resulting from
violations of laws and regulations that have a direct effect on the determination of financial
statement amounts that are material to the financial statements, as required by SAS Nos. 53 and
54.
Positive and Negative Assurance
5.25
Paragraph 6 on page 5-2 of Government Auditing Standards states: "Positive assurance
consists of a statement by the auditors that the tested items were in compliance with applicable
laws and regulations. Negative assurance is a statement that nothing came to the auditors'
attention as a result of specified procedures that caused them to believe the untested items were
not in compliance with applicable laws and regulations."
Reporting Noncompliance
5.26 Material instances of noncompliance are defined in SAS No. 68 (AICPA, Professional
Standards, vol. 1, AU sec. 801.27) as failures to follow requirements, or violations of prohibitions,
contained in statutes, regulations, contracts, or grants that cause the auditor to conclude that the
aggregation of misstatements (that is, the auditor's best estimate of the total misstatement)
resulting from those failures or violations is material to the financial statements. When the
auditor's procedures disclose material instances of noncompliance, the auditor should modify the
statements of positive and negative assurance included in the report. A qualified report should
include 13 —
a. The definition of material instances of noncompliance.

13

The auditor is not precluded from issuing an adverse report on compliance.
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b. An identification of material instances of noncompliance noted. 14
c. A statement that the noncompliance noted was considered in forming an opinion on
whether the entity's financial statements are presented fairly, in all material respects, in
conformity with GAAP.
5.27 The auditor should report material instances of noncompliance regardless of whether the
resulting misstatements have been corrected in the entity's financial statements. The auditor may
wish to include a statement about whether the misstatements resulting from the material instances
of noncompliance have been corrected in the financial statements or a statement describing the
effect of such misstatements on his or her report on the basic financial statements. Illustrations
of the auditor's report on compliance when there are material instances of noncompliance are
presented in appendix A of this guide.
Illegal Acts
5.28 As noted in paragraph 2 1 , Government Auditing Standards requires the auditor to report
instances or indications of illegal acts that could result in criminal prosecution. However, the
auditor ordinarily does not possess the expertise to form a conclusion about whether an illegal act
or possible illegal act could result in criminal prosecution. Thus, in complying with this requirement
to report instances or indications of illegal acts that could result in criminal prosecution, the auditor
may choose to report all illegal acts or possible illegal acts noted. (See paragraph 1 5, pages 4-4
and 4-5, of Government Auditing Standards, regarding consultation with legal counsel.)
5.29 Paragraphs 13 and 16 in chapter 5 of Government Auditing Standards provide the following
guidance on reporting illegal acts:
Public accountants conducting audits of government entities will discharge their
responsibilities for reporting illegal acts or indications of such acts found during or in
connection with an audit by promptly reporting to the top official of the entity arranging
for the audit (including audit committees or others with equivalent authority). The auditor
should also consider reporting to the appropriate oversight body. If the audited entity and
the top official [are] believed to be [parties] to such acts or otherwise implicated, the
auditor should in all cases report to the appropriate oversight body. Also, when the illegal
acts involve funds received from other government entities, the audited entity should
report to the proper officials, including those at the audit organization, of those entities.
If the audited entity does not do so within a reasonable time or was unable to because
the top official was involved, the auditor should report to the officials of those other
government entities.
Illegal acts or indications of such acts that auditors become aware of need not be
included in the required audit reports, but may be covered in a separate written report and

14

Pages 5-3 and 5-4 of Government Auditing Standards provide the following guidance on reporting material
instances of noncompliance: "[T]he auditors should place their findings in proper perspective. The extent of
noncompliance should be related to the number of cases examined to give the reader a basis for judging the
prevalence of noncompliance. . . . In presenting the findings, the auditor should follow the report contents
standards, as appropriate, for objectives, scope and methodology, audit results, and views of responsible
officials, and the report presentation standards, discussed in chapter 7 [of Government Auditing Standards]."
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submitted in accordance with the preceding paragraphs, thus permitting the required
report or reports to be released. However, auditors generally should not release
information or reports containing information on such acts or reports with references that
such acts were omitted from reports, without consulting with appropriate legal counsel,
since this release could interfere with legal processes, subject the implicated individuals
to undue publicity, or subject the auditor to potential legal action.

RESPONSIBILITIES UNDER THE SINGLE AUDIT ACT
5.30 The Single Audit Act and OMB Circular A-128, Audits of State and Local Governments,
which the OMB issued to prescribe policies, procedures, and guidelines to implement the act,
require state and local governments that receive total federal financial assistance equal to or in
excess of $100,000 in a fiscal year to have an audit performed in accordance with the Single
Audit Act.
5.31 The auditor should test and report on the following matters pertaining to compliance with
laws and regulations:
a. Compliance with laws and regulations that may have a material effect on the financial
statements
b. Compliance with general requirements applicable to federal financial assistance
c. Compliance with specific requirements that may have a material effect on each major
program, as defined by the Single Audit Act
d. Compliance with certain laws and regulations applicable to nonmajor federal financial
assistance programs
5.32 The auditor's responsibilities under the Single Audit Act with respect to testing and
reporting on compliance with laws and regulations are discussed in part VII.

OTHER COMPLIANCE AUDITING RESPONSIBILITIES
Program-Specific

Audits

5.33
Under certain circumstances, the Single Audit Act and OMB Circulars A-128 and A-133
permit certain recipients of federal financial assistance to have a "program-specific" audit. Entities
not covered by the Single Audit Act or OMB Circular A-133 also may engage an auditor to conduct
a program-specific audit in accordance with a federal audit guide (such as the U.S. Department
of Education's Student Financial Aid Audit Guide or the U.S. Department of Housing and Urban
Development's Consolidated Audit Guide for Audits of HUD Programs) or in accordance with an
agreement from the grantor agency. When engaged to conduct a program-specific audit, the
auditor should acquire an understanding of the audit requirements for that particular program from
the agreement with the grantor agency, from an audit guide published by the grantor agency, or
through contact with the grantor agency.
5.34 The testing and reporting responsibilities of an engagement to conduct a program-specific
audit will vary depending on the requirements of the grantor agency, which may differ from those
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addressed in this chapter. The guidance provided in this chapter should be applied to these
engagements to the extent it is applicable to the specific program.
State and Local Laws and Regulations
5.35 An auditor also may be engaged to test and report on compliance with state and local laws
and regulations other than those discussed in the preceding paragraphs of this chapter.
5.36

In such cases, auditors should consider performing the following procedures:
a. Inquire of management about additional compliance auditing requirements applicable to the
entity.
b. Inquire of the office of the state or local auditor or other appropriate audit oversight
organization about audit requirements applicable to the entity.
c. Review information about governmental audit requirements available from state societies
of CPAs or associations of governments.
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Part II

THE LOCAL GOVERNMENT AUDIT
GOVERNMENTAL FUNDS AND
ACCOUNT GROUPS

Chapter 6
THE BUDGET

INTRODUCTION
6.1
Budgeting is an essential element of the financial planning, control, and evaluation processes
of governments. Almost all states currently require political subdivisions to adopt budgets for at
least their general fund. Many states also require budgets to be adopted and reported for special
revenue and debt service funds and, sometimes, for other funds of governmental units. The
budgeting practices followed by governmental units are wide and varied and the auditor should be
knowledgeable about the laws and regulations governing the budgetary requirements of the
governmental unit being audited.
6.2
GASB Cod. secs. 1700 and 2400 discuss the budget, budgetary accounting, and budgetary
reporting. The basic statement of principle included in the codification regarding budgeting and
budgetary control asserts that—
a. An annual budget(s) should be adopted by every governmental unit.
b. The accounting system should provide the basis for appropriate budgetary control.
c. A common terminology and classification should be used consistently throughout the
budget, the accounts, and the financial reports of each fund.
6.3
In circumstances in which a legal budget is not adopted, presentation of budget and actual
results cannot be accomplished. That situation should be disclosed in a note to the financial
statements and the otherwise required financial statement omitted. This should not result in a
qualification of the auditor's opinion. However, if a budget has been adopted but the presentation
of budget and actual results is not made, this ordinarily will result in a departure from GAAP, and
an appropriate modification will be included in the auditor's report. If there is a legal requirement
to adopt a budget but no budget is adopted, the auditor will consider an appropriate modification
of the auditor's report on the GPFS for this noncompliance with a legal requirement.
6.4 When conducting an audit of a state or local governmental unit, the auditor's understanding
of the budget and the budgetary process is important for several reasons. First, GASB Cod. sec.
2400 states that "Budgetary comparisons should be included in the appropriate financial
statements and schedules for governmental funds for which an annual budget has been adopted."
Second, AICPA SAS No. 54, AU sec. 317, requires an auditor to consider laws and regulations
that, if noncompliance occurs, could have a direct and material effect on the financial statement
amounts. The failure of a governmental unit to prepare appropriate budgets may constitute significant noncompliance with laws and regulations that could have a direct and materia! effect on the
financial statements. Finally, knowledge of the budget process may serve as a useful tool when
performing analytical procedures during a governmental engagement.
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TYPES OF BUDGETS
6.5
Governmental units may establish many different types of budgets, all of which may not be
mutually exclusive. When one thinks of the term budget, one usually envisions a document
developed to control revenues and expenditures for an operating period of one year. Expenditures
may be controlled at the program, department, character, or object level of expenditure, as
discussed later in this chapter. However, governmental units may develop a number of other
budgets for various purposes and periods. Budgets also may be developed to measure service
rather than monetary levels. Following are some examples of other budgets that may be prepared
by governmental units.
Capital Budgets
6.6
Capital budgets usually present estimates of revenues and expenditures for a period of
several years—usually four to six—and the proposed means of financing them. They are planning
documents that typically emphasize major program or capital outlay plans. Capital budgets should
be updated periodically as priorities change and/or unanticipated projects come up. In conjunction
with the preparation of capital budgets and the related sources of financing, the governmental unit
also can anticipate future changes in allowable debt levels and annual debt service requirements.
Proprietary Fund Flexible Budgets
6.7
The nature of most operations financed and accounted for through proprietary funds is such
that the demand for the goods and services provided largely determines the appropriate level of
revenues and expenses. Increased demand for the goods or services causes a higher level of
expense to be incurred, but also results in a higher level of revenues. Thus, as in commercial
accounting, flexible budgets—prepared for several levels of possible activity—typically are better
for proprietary fund planning, control, and evaluation purposes than are fixed budgets. Ideally, the
basis on which the budget is prepared should be consistent with the basis of accounting used.
6.8 When formally adopted, the expense estimates of flexible budgets typically are not viewed
as appropriations but as approved plans. Budgetary control and evaluation are effected by
comparing actual interim or annual revenues and expenses with planned revenues and expenses
at the actual level of activity for the period. In some instances, local legal requirements may
require a budget to be adopted for proprietary funds.
Performance Budgets
6.9
Performance budgets cover programs but they emphasize output, units of work performed,
or services rendered within each program, such as tons of waste collected in the rubbish disposal
program. Performance budgets relate the input of resources to the output of services.

BUDGETARY COMPARISONS INCLUDED IN FINANCIAL STATEMENTS
6.10 A combined statement of revenues, expenditures, and changes in fund balances —budget
and actual, general and special revenue fund types (and similar governmental fund types for which
annual budgets have been adopted) —is required to be presented as part of the GPFS. (GASB Cod.
sec. 2400.102).
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6.11 The minimum-budget basis presentation within the GPFS of a reporting entity is the
aggregation by fund type of the appropriated budgets for those funds, as amended, compared with
related actual amounts. The appropriated budgets are those adopted by either the legislative or
governing board of the primary government (and its component units that have been blended and
are, as a result, reported with the primary government). Budgetary data for discretely presented
component units are not required to be presented in the reporting entity's combined statement of
revenues, expenditures, and changes in fund balance—budget and actual (GASB Cod., app. A).
Auditor's Responsibility for Budgetary Information
6.12 Auditing standards currently do not provide for any difference in the level of reporting or
level of assurance on the budgeted results reported versus the actual results reported. The
auditor's procedures related to the budgetary information presented may be limited to determining
the methods used to assemble the original budget, determining that amendments were properly
approved during the year, determining that the budget reflects all approved amendments, and
determining that applicable state and local statutes have been followed when adopting the budget
and in approving subsequent amendments.
6.13 The basis on which a budget is prepared frequently is determined by state or local statutes,
charters, or ordinances. When the budget has been prepared on a basis other than GAAP (for
example, cash basis), the actual results reported on a GAAP basis should be restated to the same
basis used in preparing the budget when preparing the actual and budget statement. The financial
statements, or notes thereto, are required to provide a reconciliation of the actual results reported
on a GAAP basis to the results reported on a budgetary basis.
6.14 Many governmental units approve amendments to the original budget during the year. The
comparison of actual results to budgeted results included in the GPFS should include all approved
budget amendments in the budgeted numbers reported.

BUDGETARY COMPLIANCE WITH LAWS AND REGULATIONS
6.15 SAS No. 68, Compliance Auditing Applicable to Governmental Entities and Other Recipients
of Governmental Financial Assistance (AU sec. 801), provides that the auditor should obtain an
understanding of the possible effects on financial statements of laws and regulations that are
generally regarded by auditors to have a direct and material effect on the determination of amounts
in the financial statements in all audits of governmental units conducted in accordance with GAAS.
A legally adopted budget—which may take many forms, from a single document that identifies all
revenue sources and expenditures to numerous revenue and appropriation bills or ordinances —is
the legal authority for the levy of taxes and the expenditure of monies. The auditor performs
procedures to obtain an understanding of the laws governing the budgetary process and to
determine whether noncompliance with applicable laws and regulations has occurred. Those
procedures may include, but are not limited to —
•

Discussing with management and/or legal counsel the applicable statutes and ordinances
governing the legal status of the budget and its applicability to the various funds of the
governmental unit.

•

Determining the level of budgetary control—that is, object, department, program, or fund,
and the adequacy of the accounting system to operate at that level of control.
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•

Determining the basis of accounting on which the budget is prepared.

•

Determining that the budgetary process was performed in accordance with statutes and
ordinances, including required public notifications and hearings.

•

Determining that the adopted budget was properly approved.

•

Determining that changes to the budget during the audit period were approved in
accordance with applicable local and state laws.

•

Determining that material expenditures over appropriations in individual funds are disclosed.

Level of Budgetary Control
6.16 The auditor evaluates noncompliance with laws and regulations governing expenditures in
excess of budgetary appropriations based on the legal level at which budgetary control is exercised. As stated in GASB Cod. sec. 2300.104n, any excess of expenditures over appropriations
in individual funds is to be disclosed in the notes to the GPFS. Budgetary control is commonly
exercised at one of the following levels within the fund.
6.17 Program Function Level. A program budget emphasizes the cost of specific programs of
governmental services without regard to the number of departments or divisions that may be
involved in providing the services. Objectives are established for each program and costs to
accomplish the objectives are estimated. The advantage of a program budget is that it considers
the aggregate cost of individual programs. A disadvantage is that it is sometimes difficult to
impose accountability on individual departments, divisions, or agencies.
6.18 Organizational Unit or Departmental Level. Budgeting by departmental unit promotes
responsibility accounting.
This classification corresponds with the governmental unit's
organization structure. A particular department may be charged with carrying out one or several
activities or programs.
6.19 Character Level. In addition to program or departmental budgets, expenditures may be further classified by character, that is, on the basis of the fiscal period they are presumed to benefit.
The major character classifications of expenditures are current expenditures, which benefit the current fiscal period; capital outlays, which are presumed to benefit both the present and future fiscal
periods; and debt service, which is presumed to benefit prior fiscal periods as well as current and
future periods. Intergovernmental, a fourth character classification, is appropriate where one
governmental unit transfers resources to another, such as when states transfer shared revenues
to local governments or act as intermediaries in federally financed programs (GASB Cod. sec.
1800.119).
6.20 Object Level. Expenditures may be classified by object classes, that is, according to the
types of items purchased or services obtained. Examples of current operating objects of expenditure classifications are personal services, supplies, and other services and charges. Capital
outlays, intergovernmental, and debt service also are major objects-of-expenditure classifications.
6.21
In most governmental organizations, compliance with legal budgetary requirements is
usually monitored at either the program or department level, although other levels may be used
in some governmental units. The governmental unit also may monitor expenditures at the
character or object level, but this is done usually for managing expenditures rather than as a legal
requirement. For example, a governmental unit may monitor expenditures for a given department
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at the departmental level. The fact that salary costs of that department may exceed budget, but
that outside services are less than budget, may be useful for management purposes. However,
as long as that department's expenditures, in total, are less than the budgeted level, noncompliance with legal budgetary laws and regulations may not exist. In instances where the
governmental unit was legally required to monitor expenditures at the object level, a given
department's salaries exceeding the budget may represent noncompliance with budgetary laws
and regulations even though the department, in total, spent less than the amount budgeted.
Encumbrances
6.22 A final component of budgetary accounting, which is characteristic of governmental units,
is encumbrance accounting, especially in general and special revenue funds. Encumbrances
represent formal commitments (usually contracts or purchase orders) to acquire goods or services
not yet received. They may be recorded in the accounts to ensure that expenditures do not
exceed appropriations. Encumbrances outstanding at year end do not represent expenditures in
accordance with GAAP. However, they may represent a portion of the fund balance that should
be reserved for commitments made during the year.
6.23 Some state laws may require encumbrances outstanding at year end to be considered as
expenditures to be charged against current year appropriations. In these cases, encumbrances will
be included with the expenditures reported on the budget and actual comparison statements.
Outstanding encumbrances at the beginning and end of the year would be used to reconcile
expenditures reported on the combined statement of revenues and expenditures with expenditures
reported on the budget and actual budgetary-basis financial statement. The method by which
encumbrances are accounted for and reported should be consistently applied and disclosed in the
summary of significant accounting policies (GASB Cod. sec. 1700.130).

AUDIT CONSIDERATIONS
6.24 The auditor's understanding of a governmental unit's practices in developing a budget and
controlling operations through the budget may be a significant component of the auditor's
understanding of the control environment of a governmental unit.
6.25 In documenting the understanding of the policies and procedures a governmental unit uses
to develop and implement the budget, the auditor assesses controls that may be in place to ensure
that expenditures have been properly approved, monitored, and classified within the accounts.
If the auditor determines that these controls have been placed in service and are functioning
properly, the budget may provide a basis for the auditor to reduce some substantive tests that
otherwise may be necessary.
6.26 Under SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec.
329), the auditor completes analytical procedures in both the planning and overall review phases
of all audit engagements. An analytical review procedure that compares actual results to budgeted
results may be useful during the planning phase of the audit. However, the auditor must consider
the effectiveness of the client's approach to budgeting and its philosophy regarding amendments
to the budget, as well as the effectiveness1 of the client's controls over proper recording and
classification of expenditures.
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6.27 Some governments adopt a budget after a thorough and thoughtful process and then use
it to control operations. Other governments adopt a preliminary budget and amend it frequently,
essentially allowing the budget to follow the results of operations. In the latter situation,
comparing actual results to either the original or amended budgets may not be very useful. And,
whether subsequently amended or not, if the original budget was not intended to be an operating
guide, comparing actual results to the original budget may not be useful.
6.28 On the other hand, when amending the budget, management of the governmental unit
already may have investigated adequately and approved the variances of current results compared
with the original budget. Therefore, the auditor may conclude that no further investigation is
needed and that comparisons of actual results against amended budgeted results may identify
adequately variances otherwise requiring additional investigation by the auditor.
Management

Representations

6.29 As part of obtaining representations from management at the conclusion of the audit, the
auditor may want to obtain specific representations, such as the following, about the budgetary
process from management in the management representation letter.
•

Applicable laws and regulations have been followed in adopting the budget.

•

Approved budget amendments have been incorporated into the budget information included
in the financial statements.

•

Applicable laws and regulations have been followed in approving amendments to the
original budget.

6.30 Even though the auditor's responsibilities for the budget information included in the GPFS
are limited to those described above, the auditor may become aware, during the course of the
audit, of budgeting techniques or estimates that clearly may be inappropriate. Even though not
required by professional standards (unless the techniques or estimates represent errors,
irregularities, or illegal acts), the auditor may want to communicate his or her findings or concerns
to appropriate levels of management within the governmental entity. With declining federal and
state support of local government operations, declining tax bases, and other economic factors,
governmental units sometimes utilize unique budgetary practices that may be inappropriate or
unachievable.
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Chapter 7
CASH AND INVESTMENTS

INTRODUCTION
7.1
Although cash and investment transactions of governmental units are similar to those of
business enterprises, they differ in several significant ways. These differences include the nature
of transactions, accounting and compliance, financial statement presentation and disclosure,
internal control structure, and auditing considerations.
7.2
GASB Cod. secs. C20, I50, R10, and Pe5 provide guidance on the accounting and financial
statement presentation and disclosure requirements for cash and investment transactions.
Additional guidance is provided in a GASB staff document, Questions and Answers Guide to
Implementation of GASB Statement 3 on Deposits with Financial Institutions,
Investments
(including Repurchase Agreements), and Reverse Repurchase Agreements.

NATURE OF TRANSACTIONS
Decentralization
7.3
Cash is collected by governments to support a variety of functions and is often collected at
a number of locations, such as tax collection departments for income, sales, or property taxes;
billing departments for services rendered; courts for fines or judgments; and recreational facilities
for user fees. In some cases, decentralization of cash collections results when elected tax
collectors function entirely separate from other finance or organizational departments of the
governmental unit. Collections generally include many small receipts, as well. Because all cash
collections may not be under the direct control of a centralized treasury, internal control
procedures related to receiving, depositing, and recording cash may not operate as designed.
Check Truncation
7.4
Check truncation is the practice of banks not returning canceled checks with the bank
statements. The Uniform Commercial Code (UCC §4-406(1)) provides that a bank is under no
obligation to return canceled checks to a customer and need only make such checks available to
customers in "a reasonable manner." Under the provisions of certain bank account agreements
entered into between governmental units and depository banks, original canceled checks are not
returned with the bank statement; but the governmental unit may request copies of any canceled
checks it requires for a per check fee. Management of a governmental unit is responsible for
having sufficient internal controls in place to compensate for the absence of returned canceled
checks.
7.5
State laws or agreements for intergovernmental financial assistance programs may provide
that the governmental unit is required to maintain records to adequately document the expenditure
of public funds and to retain and protect such records for some stated period of time. Canceled
checks are often cited in the law or agreement to be part of those required records. When such
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requirements exist, the auditor should consider whether check truncation constitutes an instance
of noncompliance.

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
7.6 The audit of cash and investment transactions of governmental units is also affected by
certain other factors, such as the pooling of cash and investments from all funds, state and local
restrictions on the type of deposits or investments permitted, and the requirement for obtaining
collateral.
Pooling of Cash and Investments
7.7
Governmental units commonly pool both the cash and the investments of all funds for
reasons of physical custody and control, enhanced investment opportunities, or operating
efficiency.
Pooling cash or investment activities may simplify collection, custody, and
disbursement. However, in some cases, pooling cash and investments is prohibited by state or
local laws or by clauses in contractual or debt-financing agreements. For example, a bond
indenture may prohibit pooling cash in a sinking fund with the cash of other funds.
7.8 When governmental units pool the cash accounts of several funds, each fund has an interest
in the pooled account. When one fund overdraws its share of the pooled account, that fund
should report an interfund liability to the fund that the management of the governmental unit
deems to have loaned the cash or investments to the overdrawn fund. The fund deemed to have
loaned the cash or investments should record an interfund receivable from the borrowing fund.
This treatment is unaffected by whether the loaning and borrowing funds are of the same or
different fund types. If the pooled cash account for the governmental unit is overdrawn in total,
the balance should be classified as a fund liability.
7.9
Pooled cash accounts or investments within a governmental unit may also require analysis
to determine a reasonable allocation of investment earnings to the funds participating in the pool.
Such earnings are sometimes allocated by legislative action. However, interest earned on federal
program money received must be credited to each individual program, even though the money
often is included in a pooled cash or investment fund.
7.10 A governmental unit may also enter into an agreement to undertake cooperatively the
investment of its money with another government or with a private entity such as a mutual fund.
Many states operate investment pools for the benefit of their local governments. Such an
agreement may authorize a single investment transaction or provide for the pooling and investment
of idle funds on an ongoing basis. This type of agreement should include provisions for the types
of investments that are permissible; the procedures for making each type of investment; whether
the investments will be held in the name of a single participant or all the participants; the manner
in which income, losses, and expenses will be shared; and the circumstances under which each
participant may redeem or liquidate its interest therein.
State and Local Restrictions
7.11
State statutes or local ordinances usually limit the types of deposits and investments
governmental units may acquire. GASB Cod. sec. I50, paragraphs .102 through .158, provides
a discussion of the nature and types of deposits with financial institutions and the risks associated
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with them. Expenditure of cash or the use of investments may have restrictions by contractual
agreements or legal requirements. For example, bond proceeds may be restricted for expenditure
on a specific capital project.
Repurchase and Reverse Repurchase Agreements
7.12 A repurchase agreement is a hybrid transaction that has features of both a purchase and
sale and a secured loan. The characterization of a repurchase agreement as a purchase and sale
is important to governments because many are prohibited from lending assets to private
organizations. This prohibition may extend to lending cash and investments in the form of
repurchase or reverse repurchase agreements. Often a government will enter into a repurchase
agreement providing for the purchase of specific securities matched simultaneously with an
agreement to sell back those same securities to the third party at an increased price, which
produces an economic gain that is accounted for as interest earnings. Other types of repurchase
agreements are discussed in GASB Cod. sec. I50. Governments may enter into a master
repurchase agreement to clarify the intent and rights of the parties to the transaction. A reverse
repurchase agreement occurs when the government has sold securities and entered into an
agreement to repurchase them at some future date. This type of agreement presents both market
and credit risk to the government.
Collateralization
7.13
Some state statutes or local ordinances require collateralization of cash deposits by the
depository institutions when they exceed the amount of any depository insurance. The purpose
of designated collateral is to provide protection for deposits of the state or political subdivision.
A governmental unit may require the depository institution to pledge specified types of securities
as collateral equal to 100 percent to 110 percent of the uninsured deposits. The statute or
ordinance often specifies the type, ratio, or dollar amount of collateral required when the deposits
exceed depository insurance. GASB Cod. secs. C20 and I50 provide a discussion on secured bank
balances, collateralized or uncollateralized.
Arbitrage
7.14 Arbitrage earnings result when proceeds of debt issues are invested in securities paying
a higher rate of interest than that which is incurred on the debt issue. As discussed in chapter 1 1 ,
some governmental units issuing tax-exempt bonds are required to comply with Internal Revenue
Service arbitrage rules for rebating to the federal government excess earnings from investment of
bond proceeds.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
7.15 Cash and investment balances are segregated into individual funds and presented in the
financial statements of governments in a manner similar to the financial statements of business
enterprises. It is sometimes necessary to classify certain cash and investments as restricted
assets to comply with legal or contractual requirements (that is, revenue bond proceeds, reserve
funds, deferred compensation plans). In addition, the following specific GASB requirements
require consideration:
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•

Cash and Cash Equivalents. On the combined balance sheet one line is usually used to
show the cash position amounts for each fund type and discretely presented component
unit entities. GASB Cod. sec. 2450 requires a statement of cash flows for all proprietary,
nonexpendable trust funds, and component unit entities using proprietary fund accounting.
Cash equivalents include all investments with original maturities of ninety days or less from
the date of purchase. GASB Cod. sec. 2450.105 states that the total amounts of cash
and cash equivalents at the beginning and the end of the period in the statement of cash
flows should be easily traceable to similarly titled items or subtotals shown in the
statements of financial position as of those dates.

•

Cash Deposits With Financial Institutions, and Investments, Including Repurchase
Agreements.
GASB Cod. secs. C20, I50, and R10 require certain disclosures about
deposits with financial institutions, investments, and accounting and financial reporting
guidance for repurchase agreements and reverse repurchase agreements. Disclosures for
cash and investments normally include the types of investments authorized by legal or
contractual provisions, descriptions of the nature and extent of any restrictions or
commitments, the valuation basis of investments, market value, and the degree of credit
risk.

7.16 A governmental unit's portfolio of marketable equity securities should be valued at cost.
Valuation guidance for pension trust funds is provided in GASB Cod. sec. Pe5 (see paragraph
14.12 for such guidance for deferred compensation plans). Auditors should consider the need to
record unrealized losses due to decreases in market value when the market decline is not due to
a temporary condition. The liquidity needs of the governmental unit may require sales of
investments at losses subsequent to the balance-sheet date. In such circumstances, auditors
should consider whether this represents objective evidence of a permanent decline that should be
recognized in the current financial statements.

ASSERTIONS
7.17 The categories of financial statement assertions and the specific audit objectives applicable
for cash and investments are related as follows:
•

Existence or Occurrence. Cash and investments in the combined balance sheet are on
hand, in transit, on deposit with third parties (depositories) in the name of the
governmental unit, or are held by a third party (trust or custodian agent) on behalf of the
governmental unit.

•

Completeness. All cash and investment balances exist, belong to the governmental unit,
and no balances are omitted.

•

Rights and Obligations. Depositories and investment counterparties are legally acceptable.
If law requires depository institutions to maintain specified collateral, such collateral is
adequate. Investments are of types authorized by law and the investment policy of the
governmental unit.

•

Valuation or Allocation. Cash and investment balances reflect a proper cutoff of receipts
and disbursements and are stated at the correct amount. Income gains or losses are
allocated to the appropriate funds.
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•

Presentation and Disclosure. Cash and cash equivalents, investments, and restricted cash
and investments are presented separately by fund type. Related disclosures are adequate,
and balances are fairly stated on a basis consistent with that of the preceding year.

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
7.18 The portion of appendix B, "Illustrative Internal Control Structure Questions," that relates
to cash and investments may be considered by the auditor in performing a risk assessment.
7.19 The auditor acquires an understanding of the internal controls over cash and investments.
This understanding considers the nature of all significant types of investment transactions,
especially repurchase and reverse repurchase agreements, so that applicable audit procedures may
be assigned to each type of investment. The auditor also considers the various types of risks
involved, including business risk, market risk, credit risk, and risk of collateral loss, as well as the
steps taken by the governmental unit to control those risks. Guidance on evaluating risks is
provided in the AICPA Audit and Accounting Guide Audits of Savings Institutions and the AlCPA's
Report of the Special Task Force on Audits of Repurchase Securities Transactions.
7.20 Highly decentralized cash collection procedures potentially increase inherent and control
risks. The auditor should consider the internal control structure over collection procedures at each
of the various cash collection locations. Each location should have adequate segregation of duties
to provide reasonable assurance of the completeness and accuracy of recorded cash transactions
and balances.
7.21 The internal control structure should provide reasonable assurance of compliance with laws
and regulations governing the collection, deposit, and investment of cash. Controls should exist
to provide reasonable assurance of proper segregation of cash and investments and of allocations
of related earnings, gains, or losses among the various funds of the governmental unit.
7.22 The auditor should consider the controls designed to prevent improper interfund borrowings
and prevent or detect unrecorded cash receipts, such as fines and other sources of revenue of a
high volume of individual, small, cash receipts.
7.23 There are related activities, such as recreational or school activity funds, that may be a part
of the reporting entity under GASB Cod. sec. 2100. Cash shortages incurred through those
activities may result in liabilities of the governmental unit.
Audit Procedures
7.24 In planning the audit of cash and investments it is usually efficient and effective to apply
the audit procedures for all funds of the entity as a whole rather than by fund type or by individual
fund. These procedures include determining that the governmental unit's cash records agree with
depositories' records by reviewing bank reconciliations and in some cases cutoff bank statements
obtained directly from the bank.
7.25 The cash and investment balances may be confirmed with banks or other depositories as
of the balance-sheet date using the AICPA Standard Form to Confirm Account Balance Information
With Financial Institutions.
This confirmation form is limited to corroboration of information
supplied by the governmental unit to the auditor (for example, deposit and loan balances). It is
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not designed to obtain information the governmental unit would not ordinarily disclose (for
example, contingent liabilities, security agreements).
A separate request is sent to the
governmental unit's account manager at the bank or other depository to elicit information on such
matters as contingent liabilities. Investment balances with entities other than depositories should
be confirmed directly.
7.26

In addition, the auditor should—

•

Determine whether controls have been established and are in place over all activities and
locations receiving, maintaining, and expending cash and investments.

•

Determine whether there is compliance with legal or official authority for all depositories
and investments.

•

Determine whether interfund cash and investment transactions have been properly
identified, classified, and approved.

•

Determine whether there is compliance with laws, regulations, and investment policies
governing the deposit, investment, and collateralization of public funds.

•

Determine the adequacy of collateral.

•

Determine the appropriateness of the allocation of earnings and gains or losses from pooled
cash and investments to individual funds.

•

Determine whether the liquidity requirements of the governmental unit will require sales of
investments at a loss, which should be reported currently in the financial statements.

62

Chapter 8
RECEIVABLES AND REVENUES

INTRODUCTION
8.1
Receivable and revenue transactions in governmental funds are closely related, and many
audit procedures apply to both of them. Evidence supporting assertions in the balance sheet about
receivables also supports assertions about revenues in the statement of revenues, expenditures,
and changes in fund balance.

NATURE OF TRANSACTIONS
8.2
In governmental funds, receivables usually arise as a result of revenue transactions.
Governmental funds receive revenues from a variety of sources, including taxes, licenses, fees,
permits, intergovernmental grants, and by providing services to customers for fees or user
charges. Governmental funds also transfer or advance resources between funds.
8.3
Governmental units sometimes provide capital improvements or services to benefit a particular group of property owners rather than the general citizenry by creating special assessment
districts, providing or arranging financing, and billing and collecting the assessments. Revenues
and expenditures for service-type special assessments are reported in a general, special revenue,
or enterprise fund, as appropriate. Revenues and expenditures for capital-type special assessments are reported in a capital projects, debt service, or enterprise fund, as appropriate (GASB
Cod. sec. S40).

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
General Principles
8.4 According to GASB Cod. sec. 1600.106, revenues are recognized in the accounting period
in which they become susceptible to accrual, that is, when they become both measurable and
available (in this context accrual refers to the modified accrual basis of accounting). In that
instance, the term available generally means collectible within the current period or soon enough
thereafter to be used to pay liabilities of the current period. Measurable refers to the ability to
quantify in monetary terms the amount of the revenue and receivable. Similarly, GASB Cod. sec.
1600.126 indicates that transfers of financial resources among funds should be recognized in all
funds affected in the period in which the interfund receivable(s) and payable(s) arise. Chapter 12
describes the various types of interfund transactions.
Receivables
8.5 Revenue-Related Receivables. GASB Cod. sec. 1600.107 through 1600.116 provides that
governmental fund revenues that usually can and should be recognized on the accrual (in this
context, the modified accrual) basis include property taxes, regularly billed charges for inspection
or other routinely provided services, most entitlement and unrestricted financial assistance grants
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from other governments, and sales and income taxes where taxpayer liability has been established
and collectibility either is assured or can be reasonably estimated (see additional discussion below).
Deferred revenues, other than those arising from grants, are recorded when receivables are
deemed to be measurable even though they are not available.
8.6 Intergovernmental Financial Assistance. Recognition of revenue from grants, entitlements,
or shared revenues is described in GASB Cod. sec. G60.109. Generally, entitlements and shared
revenues are recognized as revenue when received or earlier if measurable and available.
Resources arising from grants are usually subject to restrictions. Therefore, most grant revenues
are recognized as revenue only when the conditions of the grant or entitlement are met. Grant
funds received before eligible costs, including cost-sharing or matching requirements, are incurred
are recorded as deferred revenue. Eligible grant-related expenditures or expenses incurred in the
advance of cash receipts result in recording the related receivables and revenue.
8.7 Interfund Transaction-Related Receivables.
Receivables are also created by loans or
advances to other funds of the governmental unit, the generation of revenues in quasi-external
transactions (such as payments in lieu of taxes due from an enterprise fund), and reimbursements
due from other funds not received at the reporting date. Interfund transactions are described
further in chapter 12. The assessment of collectibility of interfund receivables is the same as for
any other receivable. If the receivable is not deemed collectible in whole or in part, it should be
written off or written down t o net realizable value, and the transaction classified as an operating
transfer or a residual equity transfer by each fund, depending on the substance of the original
transaction.
Revenues
8.8
Some revenues are recognized when received in cash and, consequently, no receivable is
recorded. Other revenues are accrued and related receivables are established. The following
discussion describes the accounting and financial reporting practices applicable to several common
sources of revenues of governments.
8.9
Taxes. Taxes are the major source of revenue for most governments. Recognition of tax
revenue varies by type of tax because different types of taxes become measurable and available
at different times.
8.10 Property Taxes. Property taxes are ordinarily considered available if they are levied and due
before year end and collected within sixty days following the end of the year. Because of unusual
circumstances, if the facts justify a period greater than sixty days, the governmental unit should
disclose the period being used and the facts justifying that revenue recognition policy. Recognition
of property tax revenue is described in GASB Cod. sec. P70.
8.11 Sales Taxes. Taxes collected and held by one government agency for another government
at year end should be accrued, if remitted in time to be available as a resource for payment of
obligations incurred during the preceding fiscal year (see GASB Cod. sec. S10). However, sales
taxes collected by merchants but not yet required to be remitted to the taxing authority at the end
of the fiscal year should not be accrued. To illustrate, when a state collects all sales taxes and
within sixty days remits to cities and counties the amount collected for them, amounts held by the
state for allocations on June 30 should be accrued by cities and counties with a June 30 fiscal
year end. However, taxes collected by merchants during June and prior months but not required
to be remitted until after June 30 should not be accrued by the state, counties, or cities.
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8.12 Income Taxes. Many governments raise revenues through income taxes levied on sales,
wages, net income as defined by the taxing authority, or other transactions. Corporate or
individual taxpayers make estimated payments during the year and file returns, usually by April 15
for individuals and an earlier date for corporations, to establish the amount of tax liability. The
amounts of the taxpayer's liabilities are not known by the taxing authority until the returns are
filed.
8.13 Licenses, Permits, and Other Similar Fees. Revenues from licenses, permits, and other
similar feds usually are recorded when cash is received and the licenses or permits are issued.
8.14 Services Financed by Special Assessments. Service-type special assessments do not result
in the construction of assets and generally are not associated with the issuance of long-term debt.
Service-type assessments often are established in response to limitations on property tax rates
where basic services or additional services are provided to property owners on an assessment
basis. The type of services provided under these arrangements include street lighting and cleaning,
weed cutting, and snow removal.
8.15 GASB Cod. sec. S40 provides that revenues for service-type special assessments are
recognized in a manner similar to user fees. Both the assessment revenues and the expenditures
(expenses) for which the assessments were levied should be recognized on the same basis of
accounting as that used for the fund type in which the service-type special assessments are
recorded. For governmental funds, that occurs when the revenues are measurable and available,
that is, recognizing revenue only in the amount of annual assessment installments as they become
due and are billed to property owners. Any noncurrent installments are recorded as deferred
revenue in the governmental funds.
8.16
Receivables of all funds are evaluated as to collectibility and, if necessary, allowances for
uncollectible amounts estimated and established.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
8.17 The summary of significant accounting policies should describe the accounting principles
applied in recording all material revenues. The description of the property tax revenue recognition
procedures should follow the guidance contained in GASB Cod. sec. P70. If intergovernmental
grant revenues are subject to adjustment as, for example, when significant questioned costs may
be identified in a grant compliance audit, the auditor should consider whether a loss contingency
exists and, if so, whether a liability should be recorded or additional disclosure is required.
8.18 The amount of interfund receivables and payables, by fund, reported in the financial
statements is required disclosure, generally in a footnote.

ASSERTIONS
8.19 The categories of financial statement assertions and the specific audit objectives applicable
for receivables and revenue are related as follows:
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•

Existence or Occurrence. Only revenues that are measurable and available in the fiscal
period are recorded, and amounts uncollected at the end of the period reported as
receivables are valid.

•

Completeness. All receivables and revenues that are available and measurable in the fiscal
period are recorded; some receivables may not result from revenue transactions.

•

Rights and Obligations. The governmental unit Has satisfied the relevant legal requirements
to receive all revenues recorded.

•

Valuation or Allocation.
Revenues are billed or charged and recorded at the correct
amount, and receivables are stated at the net realizable amount.

•

Presentation and Disclosure. Revenues, receivables, and deferred revenues are properly
classified by fund type in the financial statements, and related disclosures are adequate.

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
8.20 The auditor determines the governmental unit's various revenue sources by reading legal
documents, such as budgets, enabling legislation, and grant agreements; inquiring of responsible
officials concerning sources of revenue; and reviewing financial statements of the prior period.
When the sources and amounts of anticipated revenues are identified, the auditor obtains a more
detailed understanding of the internal control structure of the processes for billing, collection, and
receipt for the major revenue sources.
8.21 The portion of appendix B, "Illustrative Internal Control Structure Questions," that relates
to revenues and receivables may be considered by the auditor in performing a risk assessment.
8.22 Additional internal control structure features related to specific sources of revenues and
receivables include the following for property taxes:
•

Periodic comparison of tax assessment rolls to real estate property files for completeness
and proper jurisdictional boundaries

•

Periodic redetermination of property assessments

•

Annual reconciliation of the current year's roll to the prior year's roll

•

Prompt updating of assessor's records for transfers of property

•

Separation of the tax collection function from all other financial functions

•

Establishment of and compliance with specific written procedures for abatements,
exonerations, and refunds

•

Vesting of authority to abate interest and penalties in an individual, independent of the tax
collection function

•

Totalling and comparing individual tax bills to total tax levy before mailing

•

Agreeing recorded tax billings to total tax levy

•

Appropriate billing, collection, and revenue recognition procedures are in place for
properties subject to payments in lieu of taxes (PILOTS)

•

Appropriate legal procedures for liens, tax sales, and foreclosures
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•

Authorization for disposal of parcels due to nonpayment of taxes, independent of the tax
collection function

Internal control structure features related to sales, income, and other similar taxes, and
intergovernmental revenues include the following:
•

Maintenance of a file of taxpayers, licensees, or permit holders and periodic and routine
comparison of filed returns to the file to ensure that taxpayers are filing currently and with
the appropriate jurisdiction

•

Audits of tax returns conducted on a scheduled basis

•

Controls established to assure compliance features of grants are monitored

Audit Procedures
8.23 Account receivable balances are often small. Therefore, the audit approach to receivables
in a governmental unit is often integrated with substantiation of revenues. This audit approach
frequently is the reverse of that of a business enterprise where substantiation of revenues is often
a by-product of the audit of receivables.
8.24 Audit procedures are designed to achieve audit objectives and assure compliance with legal
requirements, such as grant agreements, ordinances, and statutes. The auditor should consider
the procedures outlined in the sections that follow when developing a plan for the audit of
receivables and revenues.
Confirmations
8.25 Many receivables and revenues are susceptible to confirmation. However, in some cases,
audit evidence is obtained more readily through application of alternative audit procedures.
Confirmation of receivables provides evidence about the existence and ownership of a receivable
but provides little evidence about collectibility.
Collectibility usually is evaluated through
examination of subsequent receipts and historical trends. AU section 330.17 through 330.22,
Form of Confirmation Request, and AU section 330.34 and 330.35, Confirmation of Accounts
Receivable, provide further guidance for the auditor.
8.26 In the audit of intergovernmental grant revenue and tax revenue collected by other
governmental units, the auditor considers confirming the amounts transmitted to the governmental
unit being audited during the fiscal period as well as the unremitted amounts to be recorded as a
receivable.
8.27 Normally, the confirmation of balances owed by individual taxpayers is not efficient or
effective when the receivable balance for property taxes, special assessments, or other taxes is
composed of many small balances.
8.28 For income tax revenue the auditor determines the reasonableness of the estimation
process used to record the estimated payable to or receivable from taxpayers as a group. It is
usually not possible to establish conclusively whether all individuals or entities are paying all the
income taxes due. However, the auditor considers whether reasonable efforts are being made to
keep nonpayers to a minimum. The internal control structure surrounding the collection of current
and delinquent income taxes, methods used for determining population completeness, frequently
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referred to as an enforcement or discovery (for example, whether all citizens are filing income tax
returns), and the taxing authority's audit and follow-up procedures related to income tax returns
filed are among the factors the auditor considers.
Other Procedures
8.29
Other unique audit procedures related to property tax receivables and revenues that are
performed include —
•

Comparing current year's assessed value to prior years' assessed value and obtaining
explanations of significant changes.

•

Reviewing computation of total assessed value for property.

•

Recalculating total tax levy.

•

Summarizing tax revenue and comparing recorded revenue to the current budget and priorperiod actual.

•

Comparing ratio of taxes collected to prior years' experience.

•

Reconciling ending receivable balance to beginning receivable balance, levy, supplements,
collections, abatements, and exonerations.

•

Reviewing abatements, exonerations, and refunds for proper approval.

•

Determining whether the list of delinquent and uncollectible taxes, if required by law, was
properly filed.

•

Testing compliance with legal requirements pertaining to sales of property for nonpayment
of taxes.

•

Comparing current year's revenue from tax sales of property with prior years' revenues.

•

Determining whether property parcels are improperly omitted or exempted from the tax
rolls by comparing current assessment rolls to a map of the government or prior
assessment rolls. Alternatively, determining that the total land area of property within the
government's boundaries or within special taxing districts, is consistent with that of the
prior year.

8.30 Audit procedures related to sales, income, and other taxes, governmental and other
receivables, and revenues may include—
•

Comparing current year's actual revenue to current year's budget and prior years' actual.

•

Reviewing the reasonableness of the government's indirect cost allocation plan and
determining the propriety of indirect cost items allocated to grant programs.

•

Reviewing grant applications, agreements, contracts, budgets, and reports to determine
that grant expenditures are in accordance with grant agreements.

•

Reviewing grant records for material areas of noncompliance and questioned costs.

•

For governments involved in matching fund grants, reviewing supporting documentation
to support unit's contribution and determining allowability of any in-kind (goods or services)
matching efforts to grant terms.
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•

Considering the propriety and consistency of revenue recognition principles.

•

Evaluating the adequacy of liabilities for probable income or other tax refunds.

8.31

Audit procedures related to interfund transactions and receivables may include—
•

Determining that interfund transactions are properly approved.

•

Evaluating whether the fund receiving an advance has the ability to repay the advance.

•

Determining that permanent interfund advances are recorded as equity transfers.

•

Determining the amount of any interfund borrowing that has occurred indirectly through
the use of pooled cash and investment accounts.

•

Evaluating whether transactions are properly classified (see GASB Cod. sec. 1800).

•

Determining that fund balance reserves are established as appropriate.

•

If an internal service fund has a significant deficit or balance in retained earnings,
considering whether internal service fund revenue and related expenditures/expenses in the
"served" funds should be adjusted to reflect the actual costs for the period, or, in the case
of an internal service fund used to account for the government's risk financing activities,
the internal service fund revenues and the served funds expenditures/expenses are adjusted
over a reasonable period of time so that internal service fund revenues and expenses are
approximately equal (GASB Statement No. 10, paragraph 66).
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Chapter 9
EXPENDITURES AND RELATED LIABILITIES

INTRODUCTION
9.1
In governmental fund accounting, the term expenditures is used to indicate decreases in
financial resources or increases in current liabilities and, accordingly, is not limited to cash
payments. The auditor should understand governmental fund expenditures and related liabilities
and the unique reporting practices in government related to certain expenditures.
9.2
Generally, expenditures are classified according to character as current operating (for
example, payroll, fringe benefits, or public safety administration), capital, intergovernmental, or
debt service expenditures. Capital expenditures are discussed in chapter 10. Expenditures related
to government grants and other assistance programs are discussed in part VII. Debt service
expenditures are discussed in chapter 1 1 . In addition, chapter 12 discusses interfund transactions
including expenditures made by one governmental fund for another governmental fund and
interfund operating and equity transfers.

NATURE OF TRANSACTIONS
9.3 The primary objective of accounting in the governmental fund type is to reflect the sources
and uses of financial resources, not to allocate costs to periods benefitted. To meet that
objective, the measurement focus is on expenditures rather than on expenses. That fact, together
with the fact that the definition of a current liability (GASB Cod. sec. C50.104 and C60.104)
differs from the definition used by business enterprises, is the reason for the use of the term
modified accrual basis of accounting to describe expenditure and liability accounting in
governmental funds.
9.4 To assure that budgets are not overspent, most governmental units use an encumbrance
system to track outstanding purchase commitments that have not yet resulted in liabilities. GASB
Cod. sec. 1600.123 defines encumbrances as "commitments related to unperformed (executory)
contracts for goods or services." When a purchase order contract is issued or any other
commitment made, the governmental unit reduces the amount of budgetary authority remaining
in the budget category and records an outstanding encumbrance. When the goods or services are
received, the encumbrance balance is reduced and the expenditure and liability are recorded.
9.5
In governments, a warrant is an order issued by a legislative body or a responsible
government official authorizing the governmental unit's treasurer to pay a specific amount to a
specific person or to the bearer. A warrant may be payable on demand; in that case, a bank check
is issued or a cash disbursement is made. A warrant may also be payable only out of certain
revenues when and if those revenues are received; in that case, the warrant is recorded as an
account payable.
9.6 An expenditure is usually recognized when the government has received and becomes liable
for payment for goods and services. That is, an expenditure is recognized in the period in which

70

the amount can be objectively measured, the goods or services are delivered or received, and title
has passed.

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
9.7
Accounts payable and related liabilities usually are substantiated in conjunction with
operating expenditures. However, there are unique aspects of accounting for certain governmental
fund expenditures and related assets or liabilities in the areas of inventory and prepaid items, longterm liabilities, and encumbrances.
Payroll and Related Liabilities
9.8
Payroll expenditures include salaries, wages, and benefits (sick leave, vacation, and
pension). Personnel-related policy and procedure considerations include civil service requirements
for hiring, promoting, and terminating employees, union contracts establishing wage rates and
benefits, budgetary control over the number of employees authorized by department or function,
and permitted overtime. Grant agreements sometimes contain restrictions on the maximum
salaries or wages and benefits that can be expended from, or charged to, that grant program.
Inventory and Prepaid Items
9.9
Under current governmental fund accounting principles, a government may record resources
used to purchase inventory or other prepaid items as an expenditure either when purchased or
when consumed. That is often referred to as the purchase versus consumption option. Under the
consumption method, items are recorded as assets when received and charged to expenditures
as used. Some governments using the consumption method also elect to reclassify an amount
equal to the year-end inventory on hand or prepaid items from unreserved and undesignated fund
balance to a reserve for inventory or prepaid items. The intent of the reclassification is to
demonstrate the extent to which the fund balance is composed of resources that are not available
for other discretionary expenditures. Under the purchase method, items are initially recorded as
expenditures. Inventory on hand is recorded as an asset with a corresponding credit to fund
balance as reserve for inventory (see chapter 12 for a discussion of reserves).
9.10 Inventory in governmental funds usually consists of materials and supplies used in the
performance of the governmental function rather than materials that enter into the cost of a
product that produces revenue. In that sense, the governmental fund inventory, if recorded, is
similar to prepaid items. Accordingly, governmental fund inventories are generally not written
down from cost to lower market values unless the usability of the inventory is affected by physical
deterioration or obsolescence.
Purchasing
9.11 The compliance considerations pertinent to purchasing activities include whether
competitive bidding is required and what requirements are imposed by local or state ordinances,
bond covenants, and grant provisions. Many local ordinances or state statutes require that
competitive bids be obtained for certain purchases in excess of a specified dollar amount (for
example, $5,000). Auditors should be alert to circumvention of competitive bidding requirements
by intentionally splitting large purchase orders to fall below the statutory limit. Consecutive
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purchase orders to the same vendor for amounts falling slightly below the statutory limit is one
indication that the governmental unit is circumventing this requirement.
Encumbrances
9.12 Encumbrances represent neither expenditures nor liabilities.
In many governments,
encumbrances outstanding at the end of a period are carried forward as a reservation of fund
balance, with a corresponding reduction in unreserved fund balance (see chapters 6 and 12 for
discussions of encumbrances).
Liabilities Resulting From Uninsured Risk
9.13 As a result of rising insurance costs, many state and local governments have elected not
to purchase insurance coverage for a wide range of risks. Other governmental units have
insurance policies that cover losses only in excess of extremely high amounts, namely an umbrella
or stop-loss type coverage. Each of those situations is often referred to as self-insurance.
Because no insurance is involved, the term self-insurance is a misnomer and the policy is more
accurately described as risk retention.
9.14 The types of risks involved include, but are not limited to, workers' compensation, automobile, general liability, and public officials' liability. Many of those risk areas involve a high
occurrence of claims. Accordingly, at any given time there are usually a significant number of
claims in all phases of processing and adjudication. In addition, there will exist incurred hut as yet
unreported claims that usually are referred to as incurred but not reported (IBNR) claims. Whether
a government elects to record such liabilities and costs directly in the general fund, individual
funds, or through an established internal service fund, it is important that expected costs of the
claims are properly recorded in the funds assuming the risks and that the recorded liabilities
represent unreported as well as reported estimated losses. GASB Statement No. 10 and FASB
Statement No. 5 discuss the accounting for contingent liabilities related to uninsured risks.
Amounts Resulting in Long-Term Liabilities
9.15 Any expenditure for which payment is not made immediately results in a liability that is
recorded as an account payable, an accrued liability, or a long-term liability. If the liability is
payable currently, it is recorded in governmental funds as a current or fund liability and a related
expenditure is reported on the operating statement. However, portions of certain governmental
liabilities, such as claims and judgments, compensated absences, special termination benefits, and
pension costs, are not payable currently. The noncurrent portions of those liabilities are reported
in the general long-term debt account group (GLTDAG) (see chapter 11 for discussion on the
GLTDAG).

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
Expenditures
9.16 Governmental fund expenditures are presented in t w o different statements described in the
following two paragraphs.
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9.17 A Combined Statement of Revenues, Expenditures, and Changes in Fund Balances—All
Governmental Fund Types. Expenditures are typically presented as current operating, capital,
intergovernmental, and debt service expenditures. In addition, the operating expenditures are
presented by function, such as general government expenditures or public safety expenditures.
This statement presents revenues and expenditures on the modified accrual basis of accounting.
9.18 A Combined Statement of Revenues, Expenditures, and Changes in Fund Balance, Budget
and Actual—General and Special Revenue Fund Types (and similar governmental fund types for
which annual budgets have been adopted legally). This statement presents a comparison of
budget to actual for all governmental fund types for which annual budgets are adopted legally.
In this statement, actual results are presented on the same accounting basis as the budget, even
though the budget basis may not conform to GAAP. The most frequent difference between budgetary accounting and GAAP is in the budgetary treatment of outstanding encumbrances as
expenditures. Other differences can result from other basis of accounting issues, timing,
perspective, entity, or format (see chapter 6 of this guide for a further discussion of budgets).
Encumbrances
9.19 Recording encumbrances as expenditures is not in accordance with GAAP. However, the
combined statement of revenues, expenditures and changes in fund balance, budget and
actual —general and special revenue fund types should present actual operating results on the
same basis of accounting as the budget. Therefore, if the budget basis reflects encumbrances as
expenditures, the actual expenditures in the budget and actual statement should also be prepared
on a consistent basis (that is, actual expenditures in the statement shall also include encumbrances). The financial statements or notes are to include a reconciliation of the budgetary basis
(non-GAAP) amounts to the financial statement basis (GAAP) amounts (see GASB sec. 2400.113
to 2400.123).
Liabilities
9.20 Current liabilities, commonly referred to as fund or short-term liabilities, are reported on the
governmental fund balance sheet. However, as indicated previously, long-term liabilities are
recorded in the GLTDAG.
9.21 Disclosure.
following:

The financial statements or the notes should include disclosures such as the

•

The basis of accounting for expenditures and liabilities, for example, modified accrual
accounting

•

The extent to which budgetary control is exercised (that is, the legal level of control
covered by the budget)

•

The basis of budgetary accounting

•

A reconciliation of budgetary basis of accounting for expenditures to financial statement
basis (GAAP), if different

•

The method of accounting for outstanding encumbrances at year end

•

The carrying value and accounting for such assets as inventory
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•

Disclosure of contingent liabilities

Additional guidance on disclosure is provided in GASB Cod. sec. 2300.

ASSERTIONS
9.22 The categories of financial statement assertions and the specific objectives applicable to
expenditures and related liabilities are as follows:
•

Existence or Occurrence. Recorded expenditures and cash disbursements are for goods
or services authorized and received; payroll, wages, salaries, and benefits disbursements
are made only for work authorized and performed

•

Completeness. Expenditures incurred for goods or services and related accounts payable
are all identified and recorded

•

Rights and Obligations.
Expenditures for goods or services are authorized and in
accordance with the budget, applicable laws, regulations, or other requirements; payroll
and related liabilities are computed using rates and other factors in accordance with
contracts and relevant laws and regulations

•

Valuation or Allocation.
Expenditures for goods, services, payroll, and related
disbursements, and liabilities are recorded correctly, and allocated properly, as to fund,
budget category, account, period, and amount

•

Presentation and Disclosure.
Expenditures for goods, services, payroll, and related
liabilities are properly presented by fund type and budget category, and related disclosures
are adequate

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
9.23 The portion of appendix B, "Illustrative Internal Control Structure Questions," that relates
to procurement and payables and to employee compensation may be considered by the auditor in
performing a risk assessment.
9.24 Many governments use one system for purchasing, accounts payable, and disbursements
regardless of the number of funds maintained by the governmental unit. Similarly, governments
often use a single payroll system regardless of the work locations and numbers of funds
maintained. In those situations, most of the expenditure testing for all parts of a government can
be done on a single expenditure or payroll system. However, some governments establish
separate purchasing, accounts payable, disbursements, or payroll systems for federal grants or
large special revenue funds such as school districts. In either case, controls over purchasing
activities should be sufficient to ensure compliance with competitive bidding or other requirements
imposed by local or state law or ordinances, bond covenants, and grant provisions. The auditor
should consider testing each significant system.
9.25 The audit objectives for expenditures and related liabilities are similar to the objectives in
the commercial environment, that is, to obtain evidence that all expenditures incurred during the
period are presented in the financial statements and related liabilities at the end of the period have
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been identified and properly supported, recorded, and classified.
objectives are unique to governments:

In addition, the following

•

Expenditures are in accordance with the approved budget as to amount and purpose, and
with other applicable regulations

•

Encumbrances are properly identified, supported, classified, and recorded

•

Applicable laws and regulations are complied with relating to purchasing, payroll, grants,
bond covenants, and program authorizations

•

Expenditures made for federal or other grant programs are allowable and properly classified
as to the grant from which the expenditure was made
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Chapter 10
CAPITAL EXPENDITURES AND RELATED FUND
AND ACCOUNT GROUP ACTIVITY

INTRODUCTION
10.1 Capital asset acquisitions for the benefit of governmental fund-type activities are generally
accounted for in governmental funds and account groups. Such assets, known as general fixed
assets, are capitalized and reported in the general fixed asset account group (GFAAG). Fixed asset
activity in proprietary funds is discussed in chapter 13.

NATURE OF TRANSACTIONS
10.2 Acquisitions of general fixed assets are recorded as expenditures in the general fund,
special revenue funds, or the capital projects funds. Capital-asset acquisitions are generally
accounted for and reported based on the size and nature of the transaction, as described below,
depending on the governmental unit's capital budgeting and capitalization policies:
•

Small purchases of personal property, such as desks, furnishings, automotive equipment,
and other small machinery and equipment used in the conduct of governmental fund-type
operations, are usually shown as expenditures in the appropriate general or special revenue
funds, and will be provided for in the operating budgets

•

Major projects, such as buildings, bridges, streets, parks, storm drains, and similar activity,
typically financed with proceeds of bond issues, special assessment revenues, grants from
other levels of government, or transfers from other funds are often accounted for in
separate project funds within the capital projects fund type

•

In some cases, assets purchased or constructed in the governmental fund types are
subsequently transferred to a proprietary fund, where they are used in ongoing revenuegenerating activities (for example, water and sewer lines constructed in conjunction with
the operation of a utility)

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
10.3 In governmental funds, the costs associated with the acquisition of general fixed assets
are recorded as current period expenditures of the respective fund. The same amount is normally
recorded as an addition to general fixed assets in the GFAAG. Recording of infrastructure general
fixed assets (for example, streets, storm drains) is optional according to GASB Cod. sec.
1400.109.
10.4 GAAP provides for the GFAAG to maintain a continuing accountability for general fixed
assets acquired.
Accordingly, when capital assets are recorded as expenditures in the
governmental fund types, if they meet that governmental unit's capitalization policy, they are also
recorded in the GFAAG as an increase in "general fixed assets."
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10.5

Other considerations regarding the accounting for general fixed assets include —

•

Donated fixed assets should be recorded in the fund to which they relate or in the GFAAG,
as appropriate, at their estimated fair value at the time of acquisition (GASB Cod. sec.
1400.113).

•

Capitalization of interest, as provided for in FASB Statement No. 34, as amended by FASB
Statement No. 62, is permitted, but not mandatory (GASB Cod. sec. 1400.111).

Although permitted, most governmental units do not opt to record accumulated depreciation in the
GFAAG. Since the GFAAG is only an account group with no operating activities and the
expenditures are not capitalized in the governmental fund type, no allocation of the cost of such
assets among fiscal periods is made in the form of depreciation. Recording depreciation in the
GFAAG results only in an entry in the account group to increase accumulated depreciation and
reduce the investment in general fixed assets.
General Fund
10.6 The annual operating budget of a governmental unit usually includes, as a separate category, the amounts that are authorized for acquiring capital assets financed with general government revenues. The expenditure of such budgeted funds is usually recorded in the general fund
or in the capital projects fund. If the expenditures are recorded in the capital projects fund, the
resources used from the general fund are recorded as an operating statement transfer out of the
general fund and as a transfer into the capital projects fund.
Special Revenue Funds
10.7 Resources restricted for the acquisition of capital assets, for example, intergovernmental
grants or special assessments, can be recorded initially in a special revenue fund to provide a
single source of accountability for all the monies received. However, if capital assets are acquired
with those monies, the accounting is the same as that described above for the general fund.
Capital Projects Funds
10.8 Capital projects funds are used to account for the financial resources used for the
acquisition or construction of major capital facilities other than those financed by proprietary or
trust funds. The capital projects fund is generally used when the expenditures are financed with
debt proceeds, special assessment revenues, or capital grants. This fund is also used when the
acquisition or construction of a major capital facility will occur over several fiscal years or where
it is legally mandated.
10.9 As with all governmental funds, the focus of accounting in capital projects funds is on the
source and use of resources, rather than on matching revenues and expenditures. Resources
accumulated in other funds for a specific project can be transferred to the capital projects fund
immediately or as needed. Expenditures are recorded in the periods incurred.
10.10 Debt proceeds are recorded in the operating statement in the period debt instruments are
issued. At the time the bonds or other debt instruments are sold and proceeds received, the
liability is also recorded in the general long-term debt account group with an offsetting entry to
"resources to be provided in future years," representing the repayment requirements to be included
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in future years' operating budgets to service the debt. However, no amounts are recorded until
the debt instruments are issued.
10.11 Capital grant revenues, addressed in GASB Cod. sec. G60, are earned when all significant
terms of the grant are met. Expenditure of monies is usually the prime factor for determining
allowability of the cost and, thus, compliance with grant terms. Therefore, revenues are
recognized as expenditures are incurred. If the grant agreement provides for some level of cost
sharing, revenue recognition is contingent on compliance with those requirements.
10.12 Other than for compliance with grant agreements, the matching of revenues and
expenditures is not required; therefore, the fund balance of capital projects funds (as further
discussed in chapter 1 2) usually represents resources earmarked for completion of capital projects
in future years and is not available for other discretionary expenditures.
leases and Installment Purchases
10.13 Many governments enter into lease purchase agreements, installment purchase contracts,
or other forms of capital asset financing agreements. Lease accounting for general fixed assets
is described in GASB Cod. sec. L20. The cost of the asset is recorded in the GFAAG and the
principal amount of debt incurred (the lease or installment purchase liability), determined in
accordance with FASB Statement No. 13, as amended and interpreted, is recorded in the GLTDAG
as a liability. The aggregate purchase liability is simultaneously recorded as an expenditure and
an "other financing source" in the operating statement of the general fund or other governmental
fund type acquiring the asset. Payments under the financing or lease agreement are recorded in
the same manner as other debt service payments.
10.14 Some financing lease agreements may contain a nonappropriation, nonrenewal, or fiscal
funding clause to avoid classification as legal debt for debt limit or voter referendum purposes.
Such a clause provides that, while the governmental unit will use its best efforts to make the lease
payments, it may terminate the lease without penalty if its appropriating body does not allocate
the necessary monies for lease payments in future adopted budgets. This clause gives the
financing the character of a one-year annually renewable lease and is not considered legal debt by
some governmental units under the laws of their state. However, due to the nature of the
property or equipment in performing essential services by the governmental unit, such agreements
in many cases will meet all the criteria of a capital lease that should be capitalized for accounting
and financial reporting purposes.
General Fixed Asset Account Group
10.15 It is essential to maintain records to demonstrate accountability for general capital assets
acquired in governmental fund types, even though they are charged to expenditures as incurred
in those funds. The GFAAG is used for this purpose. As expenditures are made in governmental
fund types for capital assets acquired, the amount of the expenditure is capitalized in the GFAAG.
When these assets are disposed of, their cost is removed from the GFAAG. Proceeds received
from the disposal normally are recorded as revenue in the general fund, although some bond
indentures or applicable laws may require that the revenue be recorded in a related debt service
fund or special revenue fund.
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10.16 Under GASB Cod. sec. 1400.109, the capitalization of infrastructure (roads, bridges,
streets, storm drains, waterways, etc.) is optional because such assets are immovable and of
value only to the government.
10.17 To maintain adequate accountability, a governmental unit should conduct a periodic
physical inventory of fixed assets and adjust the records accordingly.
Initial Fixed Asset Records
10.18 Because governments have accumulated fixed assets over many decades, without proper
records, they may have difficulty complying with the requirement of GASB Cod. sec. 1400.
However, fixed asset cost information is needed and GASB Cod. sec. 1400.112 permits the use
of estimated historical costs in establishing initial property records. The extent and method of
estimation should be disclosed in the notes to the financial statements.
10.19 To establish initial property records, a government normally should —
•

Develop a reasonably complete and accurate inventory of all personal property and
equipment owned, including identification of asset descriptions and approximation of the
year of acquisition. This may require the taking of a physical inventory. An inventory of
real property is normally established through examination of land records.

•

Determine the acquisition cost, based on records or estimation procedures. One procedure
is to estimate costs based on acquisition dates and reference to manufacturers' catalogs
or other information obtained through professional appraisal firms. Another procedure is
to estimate current replacement costs and discount the amount to estimated acquisition
cost through the use of indexes.

10.20 A government
assistance to appraise
physical accountability
estimation approach is

may perform such procedures internally or use outside professional
property. Because the primary purpose of the GFAAG is to maintain
for assets owned, the accumulation of actual costs or cost based on an
sound business practice.

Asset Transfers
10.21 Occasionally, assets originally acquired by a governmental fund may be transferred to a
proprietary fund, or assets originally acquired by a proprietary fund may be transferred to a
governmental fund. When an asset is transferred to a proprietary fund, the GFAAG is reduced by
the cost of the asset. In the proprietary fund, the asset is capitalized and recorded as contributed
capital at its original cost, less an amount equivalent to the depreciation that would have been
recorded had the asset been initially recorded in the proprietary fund and, if warranted, by an
amount to reduce the asset to its estimated utility value. When assets are transferred to a
proprietary fund, any related debt in the GLTDAG to be serviced by the proprietary fund is also
transferred. Similarly, assets may be transferred from a proprietary fund to the GFAAG. In such
cases, the asset is recorded in the GFAAG by an entry to the appropriate asset and investment
in general fixed-asset accounts, and the related debt, if any, is recorded in the GLTDAG and
amount-to-be-provided accounts. The appropriate valuation to be recorded in the GFAAG for an
asset transferred from a proprietary fund can be its original cost, even if it has been depreciated,
or its net depreciated value at the time of the transfer.
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10.22 GASB Cod. sec. 1400.113 provides that assets donated to governments for use in general
government activities are recorded at estimated fair value in the GFAAG.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
10.23 The presentation of assets capitalized in the GFAAG includes the following disclosures:
•

Detail of general fixed assets, such as land, buildings, and equipment

•

The basis for carrying assets, for example, cost or estimated historical cost

•

Whether infrastructure assets are included or excluded

•

Whether depreciation is recorded and, if so, the depreciable lives and methods of
depreciation

•

A reconciliation of changes in the GFAAG during the year

10.24 Other related disclosure requirements include the following:
•

Capitalization of interest, if any, during construction

•

Commitments under long-term construction projects

•

Pertinent data regarding capital and operating leases

ASSERTIONS
10.25 The categories of financial statement assertions and the specific audit objectives applicable
to capital expenditures and related fund and account group activity are:
•

Existence or Occurrence. Property and equipment in the GFAAG represent a valid listing
of the capitalized cost of assets purchased, constructed, donated, or leased and physically
on hand.

•

Completeness. Capital expenditures represent a complete and valid listing of all costs
incurred by the acquiring fund of the property and equipment acquired during the period,
and costs that meet the capitalization policy are excluded from repair and maintenance and
similar expenditure accounts.

•

Rights and Obligations.
Capitalized costs and, if applicable, related depreciation associated with all sold, abandoned, damaged, or obsolete fixed assets no longer in service are
removed from the GFAAG.

•

Valuation or Allocation.
historical cost.

•

Presentation and Disclosure. Capital expenditures are accounted for properly by fund type
and fixed assets capitalized are classified properly by major classes of assets and related
sources of funding, and related disclosures are adequate.

Property and equipment is stated at historical or estimated
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INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
10.26 The portion of appendix B, "Illustrative Internal Control Structure Questions," that relates
to capital assets may be considered by the auditor in performing a risk assessment.
10.27 Government fixed asset acquisitions, particularly large projects, typically involve complex
legal, contractual, and administrative requirements. For example, there are often legal regulations
governing bidding and contract-awarding procedures. Also, if funding is derived from a bond
issue, there are often specific bond covenant compliance requirements. If part of the funding is
derived from grants or other intergovernmental funds, or if another unit of government provides
a portion of the funds for a project, consideration is given to any additional specific compliance
requirements.
Audit Procedures
10.28 Most procedures for the audit of capital acquisitions and fixed asset records of a
commercial enterprise apply to such transactions for a governmental unit. In addition, the auditor
should—
•

Determine if all fixed asset expenditures are recorded, including capital leases and
installment purchases.

•

Determine whether recorded fixed assets exist, assets disposed of during the period are
eliminated from the records, and proceeds, if any, from disposition are properly recorded.

•

Determine whether capital expenditures comply with budgetary, legal, grantor, and
contractual requirements.

•

Determine whether special assessments for capital projects have been authorized
appropriately and property owner assessments have been calculated properly and timely
billed.

•

Determine whether "capital expenditures" in the governmental funds result in the
capitalization of an equivalent amount in the GFAAG.

•

Determine whether depreciation, if recorded, is based on acceptable methods and
reasonable lives and is properly calculated.

•

Determine whether transfers of fixed assets and related debt, if any, between the GFAAG
and the proprietary funds have been recorded properly.
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Chapter 11
DEBT AND DEBT SERVICE

INTRODUCTION
11.1 Governments borrow money on a short-term basis either to meet seasonal cash needs or
in anticipation of long-term borrowings at later dates. They usually borrow on a long-term basis
to finance fixed asset construction or infrastructure improvements, but may do so for other needs
such as the initial funding of a risk-retention program, the payment of a claim or judgment, or the
financing of an accumulated operating deficit.
11.2 Local governments customarily are presumed not to have implicit power to borrow. Their
authority to borrow usually is contained in charters or state statutes. Such authority may also
prescribe the form and general terms of permitted indebtedness. Approval by governing boards
or voter referendums frequently is required.

NATURE OF TRANSACTIONS
Short-Term Borrowing
11.3 Governments conduct short-term borrowing in several ways. For example, they borrow
using tax anticipation notes collateralized by specific future tax collections. Grant anticipation
notes usually require pledges of the related grant receivables. Revenue anticipation notes usually
are secured by future revenues from one or more specific sources as well as by unpledged assets
of the governmental units.
11.4 Bond anticipation notes (BANs) are used primarily to provide interim construction financing
and are usually retired with the proceeds of long-term debt. Terms of BANs are normally twelve
months or less. They are frequently refinanced by replacement notes if the original notes mature
before the long-term debt is issued. The issuance of the long-term debt may be delayed pending
improvement in market conditions; however, in a governmental environment, long-term debt
usually is issued prior to the start of construction.
Long-Term Borrowing
11.5 Governmental long-term debt includes general obligation bonds, revenue or limited obligation bonds, capital leases, and other obligations with long-term repayment schedules (revenue
bonds are discussed in chapter 13).
11.6 General Obligation Bonds. General obligation bonds pledge the full faith and credit of the
government. Often, specific authorization for each issue of such bonds is required in addition to
general statutory authority for issuance. For example, a statute may permit a government to issue
general obligation bonds up to a certain maximum, known as the debt limit, but each issuance may
require the prior approval of a senior governmental unit. Because future annual principal and
interest payments are supported by the taxing power of the governmental unit, a referendum or
prior voter approval is often required to permit additional taxation.
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11.7
Revenue Bonds. Revenue or limited-liability bond authorization procedures are similar to
those for general obligation bonds. Specific receipts, such as certain restricted revenues, user
fees, or special taxes (for example, special assessments, gasoline tax, highway or bridge tolls),
are often pledged to repay such bonds. Tax-increment bonds sometimes are issued in connection
with economic development projects where future property tax revenues to be generated by new
development are pledged to pay for the obligations issued. Depending on the expectations for
future revenues, the full faith and credit of the governmental unit sometimes is pledged for such
bonds.
11.8 Lease-Rental Bonds.
These bonds are issued by a related special entity, either
governmental or not-for-profit, to finance public facilities such as schools, jails, or airports that are
leased under contract to the governmental unit. A typical example is an equipment purchase
contract that provides for either installment payments over a period of years or a capital lease
financed by use of certificates of participation (COPs). The governmental unit pays rent sufficient
to service the annual principal and interest debt payments. By the inclusion of budgetary "fiscal
funding" or cancellation clauses in the lease, the lease-rental bond frequently is used to avoid
borrowing restrictions, including debt limits, on governmental units that normally would levy taxes
to pay debt obligations. A fiscal funding or cancellation clause provides that if lease payments are
not appropriated in any future year budget, the lease is canceled (leases are discussed in GASB
Cod. sec. L20).
11.9 Other Long-Term Obligations. Governmental units may have other long-term obligations
that are not classified as debt, as defined in this chapter, such as obligations for pensions,
employee benefits, special termination benefits, operating and capital leases, and other claims,
judgments, and compensated absences (which are discussed in GASB Cod. secs. C50, C60, L20,
P20, T25, Pe5, and Pe6). The long-term portion of those obligations should be included in the
GLTDAG.
Guarantees and Other Commitments
11.10 In addition to formal debt, a governmental unit is often involved in guarantees, moral
obligation, no-commitment, or so-called conduit indebtedness. The term conduit means that the
sponsoring governmental unit undertakes no commitment to pay or guarantee the debt service
payments, but merely gives the underlying obligor access to the tax-exempt market.
11.11 Guarantees. Guarantees relate to the debt issue of another entity, for example, a local
governmental obligation guaranteed by a state.
11.12 Moral Obligations. A government may issue bonds for which another entity has assumed
a moral responsibility that is not an enforceable promise to pay. An example is a debt issued by
a local government for which the state government is obligated, in the event of default, to
consider assuming responsibility for total repayment or to consider annually the necessity to
provide the required debt service payments. Moral obligations are usually unenforceable unless
authorization to pay is adopted by the state legislature.
11.13 No-Commitment Debt or Conduit Debt. A governmental entity may authorize the issuance
of debt bearing its name for the benefit of a private entity that is not a component unit as defined
by GASB Cod. sec. 2100, and for which it assumes no responsibility for repayment, for example,
as in industrial development bonds. The proceeds from the sale of such debt usually are used in
the public interest, such as for home or hospital construction, or the expansion of a private
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business to increase employment, or the government's tax base. Normally, such debt is repayable
only by the entities for whom the debt is issued. No-commitment debt explicitly states the
absence of obligation by the government other than possibly an agreement to assist creditors in
exercising their rights in the event of default.

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
Reporting Proceeds of Debt
11.14 The accounting procedures for recording governmental fund debt depend on whether the
debt is short-term or long-term and whether the debt is a general obligation debt or specifically
identified as an obligation of a proprietary fund.
11.15 Short-term obligations, generally with maturities of less than one year, are recorded directly
as a liability in the governmental fund issuing the debt, consistent with the current operating
measurement focus ascribed to governmental fund-type accounting. Proceeds received by a
governmental fund in exchange for short-term debt are recorded as an asset of the fund with a
corresponding credit to a fund liability; "other financing sources" are not reported in the operating
statement. Some debt agreements have due-on-demand clauses even though future maturity
dates are stated. A debt with a due-on-demand clause is recorded as a liability of the fund that
is responsible for repaying the debt. Bond anticipation notes are classified as long-term debt if the
criteria of GASB Cod. sec. B50 have been met. Demand bonds or debt with a due-on-demand
clause that meets the criteria of GASB Cod. sec. D30 also are reported as long-term debt. If the
criteria have not been met, the obligations are recorded as short-term obligations.
11.16 General long-term obligations are recorded in a separate set of accounts known as the
GLTDAG and offset by t w o contra accounts: amount available in debt service fund and resources
to be provided in future years. The fund balance of the debt service fund generally equals the
contra account amount available in debt service fund in the GLTDAG.
11.17 Proceeds received for long-term debt are recorded as an "other financing source" in the
statement of revenues, expenditures, and changes in fund balance for the fund receiving the
proceeds of the long-term debt and the principal amount is recorded in the GLTDAG. All proceeds
and costs of issuing the debt are recorded and no debt-related transactions are shown on a net
basis. GASB Cod. sec. 1500 provides further guidance on the accounting for transactions related
to the issuance of long-term obligations.
11.18 A discount on general long-term debt is reported through the recording of actual proceeds
in the receiving fund, but a premium received in excess of the face amount of debt is recorded as
debt proceeds in either the receiving fund or related debt service fund. Accordingly, premium or
discount on long-term debt issued by governmental funds usually is not amortized. The face
amount of the obligation is recorded in the GLTDAG.
11.19 General obligation bonds collateralized by the taxing power of the government but expected
to be retired from proprietary fund revenues should be reported as liabilities in proprietary fund
financial statements rather than in the GLTDAG. (As discussed in chapter 9, certain special
assessment debts may also be included in the proprietary fund.)
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11.20 The financial statements should identify appropriately those elements of any indebtedness
that is secured by the full faith and credit of the government.
Capital Leases and Installment Purchases
11.21 Capital leases and installment purchases, including COPs, also create long-term obligations.
The present value of the minimum payments represents the amount of the initial debt. The
accounting requirements for these types of transactions are contained in GASB Cod. sec. L20.
11.22 If the lessor is a component unit, as defined in GASB Cod. app. A, such as a building
authority created by the governmental unit solely to finance construction for the governmental
unit, the component unit is blended with the governmental unit. In such cases, the debt of the
lessor is reported as the debt of the governmental unit in the GLTDAG and the debt between the
lessor and the governmental unit is eliminated. (Capital leases are further discussed in chapter 10
and capital lease arrangements and blended component units are further discussed in paragraphs
15.21 and 15.25.)
Recording Principal and Interest Expenditures
11.23 The recording of governmental fund debt service payments depends on whether the debt
is short-term or long-term. Payment of short-term debt is recorded in the fund in which the debt
is recorded, as a reduction of the recorded liability.
11.24 A debt service fund is normally used to accumulate resources to be used to make debt
service principal and interest payments on general long-term obligation debt. Financial resources
often are provided in other governmental funds and transferred to the debt service fund through
operating transfers.
11.25 Long-term debt usually requires annual principal and semiannual interest payments to
outside fiscal agents or individual bond holders. The general long-term debt is recorded in the
GLTDAG until a principal installment is due. On the due date, matured bonds are removed from
the GLTDAG and recorded as an expenditure and liability of the applicable debt service fund or
other paying fund. Interest cost for all general long-term debt is recognized as an expenditure in
the accounting period in which it is due, rather than as it accrues. On the other hand, if debt
service fund resources have been provided in the current year for payment of principal and interest
due early in the following year, the expenditure and related liability may be recognized in the debt
service fund and the debt principal removed from the GLTDAG.
11.26 A general obligation debt indenture may establish reserve fund requirements for the
accumulation of debt service resources. Many general obligation bonds, including certain special
assessment obligations, create separately identified tax levies collected in amounts that are
sufficient and timely to meet the principal and interest payments when due. Though only required
when mandated by law or agreement, an individual debt service fund is often established for each
debt issue.
Advance Refundings and In-Substance Defeasances
11.27 If new bonds are issued to repay existing outstanding debt (a refunding), the new liability
(the refunding bonds) is recorded in the GLTDAG. The proceeds from the new issue are recorded
in the fund receiving the proceeds as an "other financing source—proceeds of refunded bonds."

Many advance refundings result in defeasance of debt. When the old debt is defeased, it is no
longer reported as a liability in the GLTDAG; only the new debt, if any, is reported. Payments to
the escrow agent from resources provided by the new debt and from any other sources should be
reported as an "other financing use—payment to refunded bond escrow agent." (The accounting
and disclosure requirements for advance refundings and defeasance of debt is described in GASB
Cod. sec. D20.)
Debt Limits
11.28 Most governmental units have some form of outstanding debt limitations imposed by state
or local laws. These limitations can be all-inclusive for all forms of debt outstanding, or may be
structured so there are separate limitations for different forms of debt (for example, general
obligation, revenue, installment, and lease purchase), or be dependent on the purpose for which
the debt was issued (for example, equipment, water and sewer, transportation). Other limitations
on the form, type, or amount of debt are imposed by federal tax laws and related Internal Revenue
Service regulations. Management is responsible for identification and compliance with applicable
laws and regulations.
Arbitrage
11.29 Arbitrage rebate regulations issued by the Internal Revenue Service require rebate to the
federal government of excess investment earnings on bond proceeds if the yield on those earnings
exceeds the effective yield on the related tax-exempt bonds issued. Regulations also exist for
calculating rebate earnings in connection with the intergovernmental allocation and accounting for
bond proceeds, refunding issues, and proceeds that are commingled with other funds for
investment purposes. Governmental units that issue $5 million or less in tax-exempt indebtedness
during a calendar year are not subject to the rebate requirements if at least 95 percent of the net
proceeds are used for government activities of the issuers. For this purpose, tax-exempt
indebtedness includes bonds with maturities of over one year and certain capital leases and
installment purchases. Rebates are payable every five years or upon maturity of the bonds,
whichever is earliest. Arbitrage liability is calculated annually and recorded as a liability in the
governmental fund type that will make the payment or the GLTDAG.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
Presentation
11.30 The financial statements should reflect the following:
•

Short-term debt recorded as a liability in the issuing fund, except for bond anticipation
notes meeting the criteria of GASB Cod. sec. B50

•

Demand bonds meeting the criteria of GASB Cod. sec. D30 are recorded as long-term debt

•

Special assessment debt is recorded according to requirements of GASB Cod. sec. S40

•

General obligation long-term debt repaid from governmental funds is recorded in the
GLTDAG and offset by t w o accounts: amount available in debt service funds and amounts
to be provided in future years
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•

General obligation long-term debt repaid from proprietary funds is recorded in the related
proprietary fund

•

The principal portion of capital leases is recorded as debt

•

The proceeds of general obligation long-term debt are recorded as an "other financing
source" in the governmental fund receiving the use of the bond proceeds

•

Principal and interest payments on governmental fund debt are recorded as expenditures
when payable in the fund designated to make the payments

Disclosure
11.31 Financial statements should disclose the nature of any restrictions on assets related to any
outstanding indebtedness. Other related disclosures may include the following:
•

The maturity, interest rates, and annual debt service requirement to maturity for short-term
and long-term issue of outstanding indebtedness

•

The issuance and payment of debt for the period

•

Details of capital leases

•

Amounts of authorized but unissued debt

•

The existence of any significant bond covenants and liquidity agreements

•

Violations of bond covenants

•

Nature and amount of contingent and moral obligations, and no-commitment debt, and any
actions by the government to extend an obligation to pay

•

The amount of unpaid defeased debt

•

The refunding of debt, including the difference between the cash flows to service the old
debt and the cash flows to service the new debt, and the economic gain or loss resulting
from the transaction

•

Debt issued subsequent to the balance-sheet date but before the financial statements are
issued

•

An existing or anticipated inability to pay debt when due

11.32 The financial statements should identify any outstanding indebtedness of others guaranteed
by the government, even if the possibility of default is remote. Any governmental unit assuming
a moral obligation should disclose such circumstances in the notes to its financial statements. For
any no-commitment debt, because a default may adversely affect the government's own ability
to borrow, practice supports display or disclosure of the existence of such debt in the financial
statements.

ASSERTIONS
11.33 The categories of financial statement assertions and the specific audit objectives applicable
for debt and debt service expenditures can be related as—

87

•

Existence or Occurrence.
GLTDAG.

Debt is authorized and recorded in the proper fund type or the

•

Completeness.
disclosed.

•

Rights and Obligations.
The governmental unit has complied with the provisions of
indentures and agreements related to debt, including provisions on use of proceeds.

•

Valuation or Allocation.
Debt service expenditures (principal and interest payable) are
properly recorded, classified, and disclosed for current and future periods.

•

Presentation and Disclosure. Debt and related restrictions, guarantees, and commitments
are properly presented in the combined financial statements, and related disclosures are
adequate.

All indebtedness of the governmental unit is identified, recorded, and

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
11.34 The auditor acquires an understanding of the internal controls for the authorization,
issuance, and repayment of debt. This understanding considers the specific audit objectives for
debt and debt service expenditures related to the financial statement assertions. Many audit
objectives related to the debt of governments are similar to audit objectives for the debt of
business enterprises. However, the governmental environment makes certain modifications of
audit objectives necessary. The auditor should consider obtaining evidence that—
•

New debt issues are properly authorized.

•

Indebtedness, including liabilities incurred under court order, lease purchase agreements,
and other commitments, is identified and properly recorded or otherwise disclosed in the
financial statements.

•

Debt is recorded in the proper fund or the GLTDAG.

•

Debt and related interest payable are properly recorded and classified as to terms and
payment status and disclosed in the financial statements.

•

Taxes levied to service the debt are adequate.

•

The governmental unit has complied with provisions of indentures and agreements relating
to indebtedness, particularly on the use of proceeds, including any restrictions on the use
of those proceeds prior to expenditure for their intended purpose.

•

Debt restrictions are properly disclosed in financial statements or notes.

•

Guarantees and other debt commitments are properly disclosed.

•

Arbitrage rebate liabilities have been computed and recorded as a liability.

11.35 There is a presumption that assets identified in the financial statements as restricted satisfy
legal requirements or bond indentures, unless there is disclosure to the contrary. If assets
restricted for debt retirement include amounts due from other funds or from unrestricted assets
of the same fund, there is an implication of noncompliance with the requirement for restriction of
the assets. In such situations, the independent auditor should consider the adequacy of the
accounting, disclosures, and other reporting considerations.
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Audit Procedures
11.36 Confirmations may be used to verify principal balances outstanding at the balance-sheet
date, principal and interest payments to fiscal agents during the year and any cash held for
payment of unpresented bond or interest coupons, legal compliance of debt sales and the
applicability of arbitrage restrictions with bond counsel or appropriate oversight government, the
existence of any restrictions, terms, and proceeds with the lender or underwriter, and compliance
with appropriate covenants with the trustee.
11.37 In addition to procedures followed in auditing other enterprises, the independent auditor
should consider the following audit procedures related to a governmental entity's debt:
•

Review legislative proceedings and enactments and inquire whether all debt bearing the
name of the reporting entity or any of its component entities is identified and is properly
disclosed in the financial statements and notes.

•

Review documentation and transactions for support of the intent and ability to pay general
obligation debt from proprietary funds.

•

Examine significant lease agreements for conditions requiring capitalization of assets and
related liability.

•

Obtain information as to the existence of any guarantees or commitments related to the
issuance of debt of other organizations.

•

Review sinking fund calculations to determine the reasonableness of amounts accumulated
to service debt.

•

Review loan and debt agreements to determine if any assets are pledged and if there are
any restrictive covenants, and determine if the governmental unit is in compliance with
provisions of indentures and restrictive covenants, including provisions on use of proceeds.

•

Review the disposition of interest-earning and unexpended debt proceeds for compliance
with bond covenants or legal statutes.

•

Review procedures for calculating and recording any arbitrage rebate liability.

•

Review the debt limit calculation and computation of any special tax levy-related debt
service payments.

Chapter 12
INTERFUND TRANSACTIONS AND FUND EQUITY

INTRODUCTION
12.1 The need to account properly for and report interfund transactions and relationships and
the composition of fund equity balances is unique to the governmental fund accounting
environment. GASB Cod. sec. 1800 provides guidance regarding the classifying and reporting of
interfund transactions and fund entity balances.

NATURE OF TRANSACTIONS
12.2 Interfund transactions are divided into t w o categories with various subcategories. The first
is revenues and expenditure/expense transactions consisting of due to/due from, reimbursements,
and quasi-external transactions. The second is reallocation of resources transactions consisting
of temporary interfund loan or advance-type transfers, permanent residual equity transfers, or
operating transfers.
12.3 The equity of governmental fund types is classified as fund balance and is composed of
either reserved or unreserved balances. The unreserved portion is further classified as designated
or undesignated. Generally, reserves are established to indicate a claim against assets or to
identify certain assets not available for appropriation. Designations of fund balances originate
through actions of either the executive or legislative branches of the governmental unit, to indicate
tentative future use of available resources. Designations should be distinguished clearly from
reserves, since managerial plans are subject to change and may never be legally authorized or
result in expenditures.

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
Interfund Transactions
12.4

Interfund transactions fall into the following categories:

•

Due to/Due From Other Funds. An asset or liability account used to record short-term
amounts owed to one fund by another fund within the same reporting entity, for goods or
services rendered, where one fund incurs the liability for an expenditure/expense
chargeable to another fund.

•

Reimbursements.
Transactions that constitute reimbursements of a fund for an
expenditure/expense initially made from it that is properly applicable to another fund. For
example, an expenditure properly chargeable to a special revenue fund was initially
recorded in the general fund, which when subsequently reimbursed, is recorded as an
expenditure in the special revenue fund and as a reduction of the expenditure account in
the general fund. The interfund reimbursement accounting method is not used to record
transactions that properly represent transfers between funds.
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•

12.5

Quasi-External Transactions. Transactions that would be accounted for appropriately as
revenues, expenditures, or expenses, if they involved organizations "external" to the
governmental unit. Examples include payments in lieu of taxes by an enterprise fund to
the general fund, employer contributions from the general fund to the employer pension
trust fund, internal service or enterprise fund charges to other funds for goods or services
based on established user charges.
Reallocation of resources-type transactions consist of the following:

•

Interfund Loans or Advances-Type Transfers. The transfer of monies between funds within
the same entity, usually for working capital purposes, where no goods were sold or
services rendered.

•

Residual Equity Transfers. The nonrecurring or nonroutine transfer of equity between
funds. In the governmental fund types, residual equity transfers are reported on the
operating statement as additions to or deletions from the beginning fund balance. In the
proprietary fund types, residual equity transfers are reported as additions to contributed
capital, or as reductions of contributed capital or retained earnings, as appropriate.

•

Operating Transfers. All other legally authorized interfund transfers, other than residual
equity transfers, from a fund receiving revenue to a fund through which resources are
expended. Examples include the transfer of tax revenue from the general fund to the debt
service fund for debt service payments, transfer of highway toll revenue from a special
revenue fund to the capital project fund for the construction of a fixed asset, or the
transfer of an operating subsidy from the general fund to an enterprise fund to support
operations. Operating transfers are not revenue, expenditure, or expenses, and therefore,
are classified as "other financing sources/uses" in the operating statement in the
governmental fund types and in a separate subsection before net income in the proprietary
fund types.

Fund Balance
12.6 Total fund balance is subdivided into t w o categories, as applicable, reserved and
unreserved.
12.7 Reserved Fund Balances. Reservations of fund balance are established to indicate that a
portion of the fund balances is (a) legally segregated for a specific use (for example, a contractual
commitment to third parties that has not materialized as a liability at the balance sheet date), or
(b) not appropriable for expenditure because the underlying net asset is not an available financial
resource for current appropriation or expenditure (for example, inventories, prepaid items,
noncurrent receivables, or interfund advances). Such reserves are not intended as valuation
allowances, but merely demonstrate the current unavailability of the assets to pay current
expenditures. If a valuation allowance is required, it is presented as a reduction of the carrying
amount of the asset.
In addition, if collectibility of an interfund receivable is doubtful,
consideration is given to reclassifying the amount as an equity transfer.
12.8

Unreserved Fund Balances. They can be subdivided into designated and undesignated.

12.9 Designated. Designations indicate tentative management plans for the future use of certain financial resources that may never be legally authorized or result in expenditures. Examples
of such designations include the amount to be included in the next year's budget for

91

appropriations, available for completion of capital projects, and earmarked for unknown contingent
liabilities.
Generally, designations are supported by definitive plans and approved by the
governmental unit's senior management. Designations should not result in negative undesignated
balances being reported on the financial statements. In such cases, disclosures of designations
are included in the footnotes.
12.10 Undesignated. The fund balance remaining,after reduction for reserved and designated
balances is identified as the undesignated fund balance. This amount generally is equal to the
amount available for future budget appropriation. However, state laws may establish minimum
amounts that are accumulated before undesignated fund balances are available for appropriation
and/or maximum amounts that are permitted before appropriation of any balance is required.
Reserve for Encumbrances
1 2.11 Encumbrances (discussed previously in chapters 6 and 9) represent commitments related
to unperformed contracts for services and undelivered goods. If encumbered appropriations
(budget authorizations) do not legally lapse, an amount equal to those encumbrances outstanding
at year end are reclassified from the unreserved and undesignated fund balance to a "reserve for
encumbrances" as a demonstration of future contractual claims against the fund balance.
Changes in Fund Balances
12.12 The aggregate fund balance of any fund is not changed by the fact that a governmental
unit has, or does not have, reserves or designations. Only the financial statement presentation
of the components of total fund balance is affected by the presentation of any reserves or
designations.
12.13 Changes in the aggregate fund balances can result from any of the following:
•

Excesses (deficits) of revenues and other financing sources over (under) expenditures and
other uses

•

Residual equity transfers as defined in GASB Cod. sec. 1800.106

•

Prior period adjustments

12.14 Reserves for inventory, prepaid, and long-term assets are established to convey that such
assets are not available for appropriation. Although, as noted in chapter 9, establishing reserves
for inventory and prepaid items determined using the consumption method is optional, reserve
accounting is required in cases where long-term assets are present. Governments using the
purchase option should record the change in the required reserve as a change in fund balance.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
Fund Balance
12.15 An example of the presentation of the fund balances of a governmental entity is presented
in GASB Cod. sec. 2200.903, example 1. In addition to previously described reserves and
designations, which relate principally to the general fund, the fund balances of other governmental
fund types can have amounts classified as reserved or designated. Designations in such funds
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may relate to identified portions intended for a particular purpose or to the fact that the total
balance is restricted for the purpose of the fund type. However, many governmental units do not
classify such balances as "designated" on the basis that the nature of the respective fund types
provides adequate information regarding intent. The following additional comments relate to other
governmental fund types.
12.16 Special Revenue. Fund balance reserves and designations can apply to special revenue
funds. Negative balances in such funds are rare because encumbrances and expenditures are not
usually incurred in advance of the receipt of revenues or an event (signed grant agreement) that
would support the accrual of revenues equivalent to the expenditures incurred.
12.17 Debt Service. The fund balance of debt service funds is held only for meeting debt service
requirements composed of principal, interest, and fiscal charges and can be categorized as
reserved or designated for debt service. The fund balance of this fund type usually determines the
"amount available in debt service funds" shown in the general long-term debt account group.
12.18 Capital Projects. Capital projects funds are used to demonstrate compliance with legal and
contractual provisions and to compile certain cost data in the construction of major capital
facilities. The fund balance usually represents unexpended resources designated or reserved for
specific projects.
Changes in Fund Balance
12.19 GASB Cod. sec. 2200.109 requires the presentation of "changes in fund balances" on the
"combined statement of revenues, expenditures, and changes in fund balances." The fund balance
reconciled in that statement may be either the unreserved or the total fund balance (GASB Cod.
sec. 2200.904(b)). If the statement presents changes in total fund balance, material changes in
each reserve and designation should be disclosed in notes to the financial statements.
Other Note Disclosures
12.20 Note disclosures should include identification of a negative fund balance in any individual
fund and the plans for how it will be liquidated. The purpose, intent, and basis for determining the
amount of any designated or reserved balances not otherwise evident from the descriptions
included in the financial statements are presented in the notes.

ASSERTIONS
12.21 The categories of financial statement assertions and the specific audit objective applicable
for interfund transactions and fund equity are related as follows:
•

Existence or Occurrence. All recorded interfund transactions, and changes in reserved,
designated, and undesignated fund balance are based on actual transactions between funds
or are in accordance with any contractual or legal requirements.

•

Completeness.
All interfund transactions and reservations and designations of fund
balance are identified, recorded, and disclosed.
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•

Rights and Obligations. Reserves required by law or contractual agreement comply with
contractual or legal restrictions. Interfund transactions are in accordance with budget,
legislative, or management authorizations, as applicable.

•

Valuation or Allocation.
Interfund transactions are valued at appropriate amounts or
properly approved transfers between funds.

•

Presentation and Disclosure. All balance sheet interfund balances between funds are
reconciled and disclosed and all reserves and designations are properly classified and
adequately described.

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
12.22 The auditor acquires an understanding of the internal controls over interfund and fund
balance transactions. This understanding considers the nature of all significant types of transfers
and changes in fund balance to perform a risk assessment and determine the applicable audit
procedures for each.
12.23 The auditor may need to consider the following specific audit objectives, selected control
procedures, and auditing procedures.
Interfund Transactions
12.24 The principal objectives of the examination of interfund transactions include obtaining
evidence that—
•

Transactions between funds representing revenue/expenditures, reimbursements, or quasiexternal transactions are properly classified, reported, and disclosed in the financial
statements.

•

Transactions between funds representing the reallocation of resources are properly
authorized through legislative or budgetary actions and are properly classified, reported,
and disclosed in the financial statements.

Fund Balance
12.25 The principal objectives of the examination of fund balances include obtaining evidence
that•

All fund balances and related transactions are reported in the financial statements in
conformity with GAAP and in compliance with state and local regulations or requirements.

•

The components of fund balance are properly classified and described

•

Reserves and designated balances are properly authorized.

Audit Procedures
12.26 For interfund transfers, the auditor should —
•

Determine whether all interfund transactions have been properly identified and classified
by type within the financial statements.
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•

Determine whether transfers of resources are properly authorized, classified, and
documented.

12.27 For reserved and designated fund balances the auditor should —
•

Determine whether documentation exists supporting all required reserved fund balances.

•

Determine whether required reserved fund balances are established; these may create a
negative (deficit) unreserved fund balance.

•

Determine whether a reserve for encumbrances is required or whether encumbrances lapse
at year end under state law, local charter requirements, or other regulations.

•

Determine whether documentation exists to satisfy the requirement that designations are
required or approved by either the chief executive officer or the legislature.

•

Determine that the designations of fund balances do not create or increase a negative
unreserved and undesignated fund balance at the balance-sheet date regardless of the
amount of fund balance that existed at the time of making the designation.

•

Determine that the designations of fund balances recorded represent demonstration of
future expenditure intentions as distinct from unperformed (executory) contracts that
should be reported as encumbrances.

•

Determine that reserved and designated fund balances represent only classification of
aggregate fund balances and are not used to absorb future charges or credits.

•

Determine that reserved and designated fund balances no longer required are returned to
the unreserved and undesignated fund balance.
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Part III

THE LOCAL GOVERNMENT A U D I T PROPRIETARY AND FIDUCIARY FUNDS

Chapter 13
PROPRIETARY FUND TYPES

INTRODUCTION
13.1 Proprietary fund types are used to account for a government's ongoing activities that are
similar to those found in the private sector and consist of enterprise funds and internal service
funds.

NATURE OF TRANSACTIONS
Enterprise Funds
13.2 Enterprise funds are used to account for operations that are financed and operated similarly
to private business enterprises where the governing body (a) intends that the costs (expenses,
including depreciation) of providing goods and services to the general public on a continuing basis
be financed or recovered primarily through user charges, or (b) has decided that the periodic
determination of revenues earned, expenses incurred, and net income is appropriate for capital
maintenance, public policy, management control, accountability, or other purposes (GASB Cod.
sec. 130.104(b)(1)).
13.3 Examples of enterprise funds in which user fees usually are charged to recover costs of
rendering services include the following:
•

Public utilities (for example, water, sewer, gas, electric, storm water, trash, and garbage
disposal)

•

Recreation and cultural operations (for example, stadiums, arenas, sports facilities,
convention centers, swimming pools, golf courses, and amusement parks)

•

Services (for example, parking garages, toll facilities, airports, and public docks)

•

Public entity risk pools

13.4 Enterprise funds in which periodic revenue or expense determination, capital maintenance,
or separate accountability is often the motivating factor may include —
•

Hospitals and health care facilities.

•

Transportation activities in which fare collections usually do not cover costs, and subsidies
from other funds or operating grants from other governments generally are necessary to
sustain operations.

•

Housing and urban redevelopment activities in which tenant rentals or land rates cover only
a portion of costs, and subsidies or operating grants are necessary to meet operating
expenses.

•

Food service programs of school districts.
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Internal Service Funds
13.5 Internal service funds are used to account for goods or services provided by a central
service department or agency to other departments, agencies, or component units of the
governmental unit, or to other unrelated governmental units, usually on a cost reimbursement
basis. Accordingly, revenue and other financial resources of these funds should recover expenses,
including depreciation.
13.6

Examples of internal service fund activities include the following:
•

Communications servicer (telephone and mail)

•

Data processing

•

Printing and duplication

•

Motor pools and maintenance operations

•

Central supply stores

•

Building occupancy and maintenance

•

Risk retention

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
Generally Accepted Accounting Principles
13.7 The generally accepted accounting principles for proprietary funds are those primarily
applicable to similar businesses in the private sector; and the measurement focus is on
determination of net income, financial position, and changes in cash flow. All assets, liabilities,
equities, revenues, expenses, and transfers relating to the government's business, including fixed
assets and long-term debt, are accounted for in a single proprietary fund rather than a series of
funds and account groups.
13.8 SAS No. 69, The Meaning of "Present Fairly in Conformity With Generally Accepted
Accounting Principles" in the Independent Auditor's Report (AICPA, Professional Standards, vol.
1, AU sec. 411), describes the hierarchy of pronouncements applicable to governmental entities.
Where the GASB has issued pronouncements applicable to proprietary operations or activities, the
auditor is guided by the GASB pronouncements. In the absence of a GASB pronouncement, FASB
pronouncements continue to apply to proprietary fund accounting and financial reporting. (The
GASB is currently addressing this issue and expects to complete the project during 1993.)
Billings and Customer Receivables
13.9 Governments usually bill utility customers on cycle dates on a monthly or multimonthly
billing basis. Cycle billing may result in material unbilled receivables at the end of an accounting
period. For example, if meters are read and billed quarterly on cycle dates spread evenly
throughout the quarter, an average of forty-five days' service for the entire customer base is
unbilled at the end of the accounting period. However, consideration is required as to the
characteristics of the billing period, such as seasonal usage. Enterprise funds should record
estimated unbilled services, if material.
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Customer and Developer Deposits
13.10 Many utility-type enterprise funds require customer deposits to assure timely payment for
services. Deposits are normally required before service starts and are refunded when service is
terminated. Land developers may also be required to make "good faith" deposits to finance the
cost of extending utility service lines.
13.11 Unearned deposits from customers and developers are initially recorded as current liabilities
in proprietary fund types. Customer deposits remain in current liabilities until applied against
unpaid billings or refunded to customers. Developer deposits are reclassified as contributed capital
or recognized as revenue when they are no longer refundable.
Property, Plant, and Equipment
13.12 Fixed assets are constructed or acquired by proprietary funds from existing resources,
capital contributions or grants, or borrowed funds. Fixed assets also are acquired or constructed
in capital projects funds and contributed to proprietary fund types. Assets acquired through other
funds in prior years and recorded in the GFAAG, are sometimes later contributed to a proprietary
fund. The latter is especially likely in the case of newly established proprietary funds. Assets
transferred from the GFAAG after some portion of the economic life of the assets has expired are
recorded in the proprietary fund at original cost less an amount equivalent to the depreciation that
would have been recorded had the asset been originally recorded in the proprietary fund, and if
warranted, by an amount to reduce the asset to its estimated utility value. Fixed asset transfers
from proprietary funds to the GFAAG are recorded in the proprietary fund at book value, that is,
no gain or loss is recognized in the proprietary fund.
13.13 When appropriate, interest incurred to construct a fixed asset should be capitalized in
accordance with FASB Statements No. 34, Capitalization of Interest Costs, and No. 62,
Capitalization of Interest Cost in Situations Involving Certain Tax-Exempt Borrowings and Certain
Gifts and Grants. The accounting policy with respect to capitalization of interest should be
disclosed and consistently applied.
Long-Term Debt
13.14 Proprietary funds, particularly utility-type enterprise funds, frequently finance capital
construction by issuing general obligation bonds or revenue bonds. Revenue bonds usually are
repayable solely from pledged revenues —hence the name revenue bonds —or they are sometimes
referred to as "double-barreled" bonds, when, in addition to the pledged revenue stream, they are
secured by a pledge of the full faith and credit of the issuing governmental entity.
13.15 Regardless of the type of security, general obligation bonds and revenue bonds (and similar
hybrid debt issues) are recorded as liabilities of the proprietary fund type that initiates the issuance
of the bonds, benefits from the proceeds, and will repay the debt. Revenue or general obligation
bonds repayable by a proprietary fund type are not recorded in the general long-term debt account
group.
13.16 Most revenue bond indentures restrict the use of unexpended bond proceeds, and many
restrict other activities of the issuer. For example, many indentures restrict the use of bond
proceeds to the construction or acquisition of specific assets. Other forms of restrictions include
the maintenance of prescribed net income levels or requirements to use all or a portion of the
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fund's net operating income in meeting current debt service payments. A sinking fund is often
required to set aside funds for payment of future debt service obligations. Other covenants may
set forth requirements for the disposition of any unused proceeds of the bond issue after
construction is completed. Adequate disclosure is required in the financial statements or footnotes
of any significant restrictions.
13.17 Refer to paragraph 11.29 for a description of arbitrage requirements under the Tax Reform
Act of 1986. Any liability for arbitrage payable to the federal government for debt recorded in a
proprietary fund should be recorded as a liability of that fund.
Contributed Capital
13.18 The contributed capital of proprietary fund types is often provided by contributions from
(a) other funds of the governmental unit, (b) grants from senior governmental units (generally the
state or federal government), or (c) utility system developers or users.
13.19 The use of capital grant funds received from other governmental units or organizations may
be restricted to the construction or acquisition of specific fixed assets or other specific
expenditures. Capital contributed by developers or users may be received in the form of assets
or facilities other than cash (for example, utility system distribution lines).
Depreciation on Fixed Assets Financed by Contributed Capital
13.20 The proprietary fund's records should identify all fixed assets where the source of financing
is contributed capital. The source of a fund's capital is an important consideration in its
rate-setting process. The depreciation expense related to assets financed by capital grants is
recorded in the income statement, but a governmental unit may elect to close such depreciation
to contributed capital rather than to retained earnings. If this option is elected, pursuant to GASB
Cod. sec. G60.114, the close-out of the depreciation is recorded by debiting contributed capital
and crediting retained earnings. This entry is reflected on the income statement immediately
following net income.
Revenue and Expense Determination
13.21 Charges for goods and services provided to other funds by proprietary funds are recorded
at the same rates charged to outside parties, which should represent an amount at least
approximating the cost, including depreciation, of rendering the service. Revenue is recorded by
the fund providing the goods or services, and expenses or expenditures, as appropriate, are
recorded by the fund receiving the goods or services.
13.22 If costs related to the operations of a proprietary fund are incurred by another fund (for
example, general fund employee fringe benefits) and transferred to the proprietary fund, they are
recorded in accordance with GASB Cod. sec. 1800.
13.23 If a proprietary fund provides rate-regulated services of the type and under the conditions
contemplated in FASB Statement No. 7 1 , Accounting for Certain Types of Regulation, the
provisions of that pronouncement should be considered.
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Systems Development Fees
13.24 Fees charged to join an existing utility system or for the extension of an existing utility
system are commonly referred to as tap fees, connection fees, or systems development fees. In
some instances, fees related to the physical connection to the system are recorded as operating
income, and the related costs are expensed. In other cases, amounts assessed that substantially
exceed the cost to connect are recorded as contributed capital or the entire tap fee is recorded as
nonoperating revenue. The accounting for such fees is being addressed in the GASB's contributed
capital project.
Intergovernmental Grants
13.25 Grants, entitlements, and shared revenues received by proprietary fund types for operating
purposes or that may be used in support of either current operating expenses or capital facility
acquisition at the discretion of the recipient government are recorded as "nonoperating revenues"
immediately before net income in the accounting period in which they are earned and become
measurable. Those restricted for the acquisition or construction of capital assets are recorded as
contributed capital.
Interfund Transactions
13.26 Refer to chapter 12 for a description of interfund transactions. Charges for services (for
example, utility or usage) and payments in lieu of taxes are reported as quasi-external transactions.
Operating transfers in (out) are reported immediately before net income. Residual equity transfers
in (out) are reported as increases (decreases) in contributed capital, although residual equity
transfers out may also reduce retained earnings.
13.27 Proprietary funds may provide services to other funds that are recorded as revenues and
expenses if they involve user charges similar to those charged parties outside the governmental
unit. Such interfund, quasi-external transactions are accounted for as revenues of the providing
fund and expenses or expenditures of the receiving fund, as if they involved outside parties. Such
interfund transactions generally constitute the principal source of revenues of internal service
funds because those funds are established to serve user funds within the governmental unit.
Internal Service Fund Considerations
13.28 Generally accepted accounting principles require internal service funds to operate on a cost
reimbursement approach (GASB Cod. Sec. 1300.104), which implies break-even each year or over
several years. Thus, rates should not be established at confiscatory levels that siphon off assets
earmarked for other purposes. Likewise, rates should not be set so low that significant losses are
incurred that result in retained earnings deficits. A pattern of annual operating deficits, particularly
if resulting in an accumulated retained earnings deficit, indicates that the fund has failed to charge
users adequately for the cost of goods or services provided by the internal service fund. Because
the intent of these funds is to facilitate cost allocation, accumulation of resources or deficits over
a long term is considered inappropriate.
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Entities Other Than Pools
13.29 Accounting for participation in pools depends on whether the entity transfers risk to the
pool or shares its risks with the risks of other pool participants, or whether it enters a pool that
simply performs a claims servicing function for the entity. If an entity does not transfer or share
its risks through a pool and uses a single fund to account for its risk-financing activities, that fund
should be either the general fund or an internal service fund.
13.30 No authoritative GASB pronouncements that address risk retention accounting and
reporting are in effect, except the provisions of FASB Statement No. 5 for recording liabilities and
expenses. The provisions of GASB Statement No. 10, Accounting and Financial Reporting for Risk
Financing and Related Insurance Issues, relating to accounting and financial reporting for risk
financing and related insurance issues for state and local entities other than public entity risk pools
are not required (unless early adopted) until periods beginning after June 15, 1994. When
implemented, GASB Statement No. 10 requires state and local governments other than pools that
use risk management internal service funds to meet certain interfund charges guidelines, including
when they are permitted to include in their rates a reasonable provision for expected future
catastrophe losses.
Public Entity Risk Pools
13.31 GASB Cod. sec. Po20 defines a public entity risk pool as a cooperative group of
governmental entities joining together to finance an exposure, liability, or risk. A pool may be
stand-alone or included as part of a larger governmental entity. All public entity risk pools should
account for their activities in an enterprise fund regardless of whether there is a transfer or pooling
of risk.
13.32 Several
Po20 requires
supplementing
a reconciliation

specific disclosures are required for public entity risk pools, and GASB Cod. sec.
revenue and claims development information to be included as required
information (RSI). The RSI is required to be presented in table format along with
of claims liabilities by type of contract.

13.33 Pools that do not transfer or pool risk among participants are acting as claims servicers and
not insurers. The operating statements of these pools should report claims servicing revenue and
administrative costs. Amounts collected or due from pool participants and paid to settle claims
should be reported as a net asset or liability on an accrual basis.

FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
13.34 Enterprise funds and internal service funds are each combined in the general-purpose
financial statements (GPFS). The totals of those t w o fund types are labeled enterprise and internal
service and displayed in separate columns under the heading "proprietary fund types" in the GPFS.
Summary of Significant Accounting Policies
13.35 A summary of significant accounting policies generally discloses revenue recognition
practices, asset lives, methods used to determine and record depreciation on assets, allocations
of grant receipts to contributed capital pursuant to GASB Cod. sec. G60, and other applicable
accounting policies as outlined in GASB Cod. sec. 2300.104.
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Segment Information
13.36 GPFS generally contain combined information and, accordingly, the segment information
described in GASB Cod. sec. 2500 is disclosed for certain individual enterprise funds of the
primary government, including the blended component units. As noted in GASB Cod., app. A, the
financial reporting entity's financial statements should make those discretely presented component
unit disclosures that are essential to fair presentation of the financial reporting entity's GPFS.
Segment information usually is disclosed in the footnotes.
Special Considerations—Governmental Hospitals and Universities
13.37 Governmental entities frequently operate hospitals and institutions of higher education.
As noted in chapter 1 5 of this guide, the provisions of the AICPA Audit Guide Audits of Providers
of Health Care Services, and GASB Statement No. 15, Governmental College and University
Accounting and Financial Reporting Models, GASB Cod. sec. Co5, generally apply to those
activities.
13.38 Judgment is required in determining the proper fund type in which to record health care
activity. For example, governmental institutions for the long-term care of the elderly, the mentally
retarded, or children are often accounted for in a special revenue fund rather than as enterprise
funds when they are not user-fee supported. Hospitals operated by governments, however,
generally are accounted for as an enterprise fund, as provided by GASB Cod. secs. H40 and Ho5,
even if indigent care or contractual allowances are significant.

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
13.39 Audit objectives for proprietary fund types are similar to those for business enterprises.
However, as in the case with governmental financial statements generally, compliance with laws
and regulations is a significant consideration. Many smaller governmental entities do not have
enough people or proper internal control structure to provide adequate internal control over
enterprise fund billing, collection, and accounting functions, and, therefore, the auditor may have
to place more reliance on substantive testing.
Proprietary Fund Types
13.40 Proprietary fund types normally have the same internal accounting control concerns as all
other funds of the reporting entity. However, the following areas frequently require special
consideration.
13.41 Cash. The auditor should obtain an understanding of the internal control structure and
assess control risk in areas such as public transportation fare-box collections, parking meter
collections, lottery revenues, and student registrations.
13.42 Quasi-Autonomous Component Units. Many enterprise operations are conducted by quasiautonomous component units operating separately from the sponsoring government. Accordingly,
the internal control structure of enterprise funds frequently will require separate consideration from
that of the sponsoring governmental unit.
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13.43 Utility Billings.
Internal control systems should provide reasonable assurance that
customers have meters, that meters are read, that unusual or illogical readings are investigated,
and that the aggregate use indicated by the reading of individual meters is reconcilable to the total
use for the system.
Audit Procedures
13.44 Rate-Setting and Billing Procedures. The auditor should consider any applicable regulatory
rate-setting documents and the data supporting compliance with those regulations. The auditor
should also determine whether the rates established are billed consistently and whether rate
changes are incorporated into the billing system on a timely basis.
13.45 Contributions and Grants. The auditor should review grant and contract documents to
determine any restrictions or compliance requirements and determine the amount of any
noncompliance liability. A lack of compliance may result in a requirement to refund all or a part
of the grant.
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Chapter 14
FIDUCIARY FUNDS

INTRODUCTION
14.1 The fiduciary fund type is used to account for assets held by a governmental unit in a
trustee or safekeeping capacity, or as an agent for third-party individuals, private organizations,
other governmental units, and/or other funds or component units of the financial reporting entity.
Fiduciary financial funds, as defined in GASB Cod. sec. 1300, include expendable trust funds,
nonexpendable trust funds, pension trust funds, and agency funds.

NATURE OF TRANSACTIONS
14.2 Transactions may differ substantially between fiduciary fund types. Accordingly, each is
discussed separately.
Expendable Trust Funds
14.3 Expendable trust funds are used to account for fiduciary relationships where both the trust
and the principal (corpus) and earnings thereon may be expended for the purposes of the trust.
A variety of expendable trust funds are found in practice.
Nonexpendable Trust Funds
14.4 Nonexpendable trust funds are commonly used to account for fiduciary relationships where
the trust principal (corpus) may not be expended but must be kept intact, that is, the capital must
be maintained.
The earnings are sometimes nonexpendable, but often are expendable.
Nonexpendable trust funds are often required, for example, when a state or local government
receives gifts or bequests or to maintain cemeteries, landmark buildings, or other structures in
perpetuity.
Pension Trust Funds
14.5 Pension trust funds are used to account for activities related to public employee retirement
systems (PERS), which are administered by the financial reporting entity. Some state and local
governmental units manage multiple-employer PERS for component units or other governmental
units. The employees of some governmental units are covered by PERS administered by other
governmental units; for example, teachers in a particular school district are covered by a state
PERS established for the benefit of substantially all teachers employed in the state.
Agency Funds
14.6 Agency funds are used to account for temporary fiduciary relationships involving only
custodial or modest management responsibilities. They report assets received for, and disbursed
to, other governmental units or private sector organizations or groups. Examples of the use of
an agency fund include a local government that collects fines for a state or collects sales taxes
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levied by another unit of government that are redistributed to such other units of government,
student activity funds in school districts, or assets held by courts pending disbursements to
beneficiaries. Governments that utilize governmental funds in their financial statements are
required (GASB Cod. sec. D25) to display Internal Revenue Code (IRC) sec. 457 deferred
compensation plan balances in an agency fund regardless of whether the plan assets are held by
the government or a governmental or nongovernmental third party. GASB Statement No. 6 (GASB
Cod. sec. S40.119) requires the use of an agency fund to account for the special assessment debt
service transactions and balances currently due when a government is administering special
assessment capital improvement projects, but is not obligated in any manner for the special
assessment debt.
14.7 The historical practice of using agency funds to account for payroll withholdings is
discouraged because such transactions can be accounted for adequately in originating funds. In
the interest of maintaining the fewest number of funds possible, transactions that can be
accounted for as liabilities of a specific fund (for example, payroll withholding for general fund
employees) may be so recorded.

ACCOUNTING AND COMPLIANCE CONSIDERATIONS
Expendable/Nonexpendable Trust Funds
14.8 Expendable trust funds are accounted for in essentially the same manner as governmental
funds. Nonexpendable trust funds are accounted for in essentially the same manner as proprietary
funds.
Pension Trust Funds
14.9 Pension trust funds are maintained on the accrual basis of accounting. If a PERS meets
the criteria set forth in GASB Cod. sec. 2100, the PERS is included in the governmental entity's
financial statements (see also GASB Statement No. 14, paragraph 41).
14.10 GASB Cod. sec. Pe5 and Pe6 recognizes three distinctly different alternative authoritative
sources of acceptable pension accounting principles: (a) NCGA Statement 1, which essentially
recognizes the principles in the 1968 GAAFR; (b) NCGA Statement 6, as interpreted by NCGA
Interpretation No. 8; and (c) FASB Statement No. 35. GASB Cod. sec. Pe6 contains disclosure
requirements for pension trust funds.
Agency Funds
14.11 Agency funds are purely custodial (assets equal to liabilities) and, thus, do not report a fund
equity balance or measure results of operations. Agency funds use the modified accrual basis of
accounting.
Deferred Compensation Plans
14.12 IRC sec. 457 authorizes certain state and local governmental units to provide deferred
compensation plans for their employees. GASB Cod. sec. D25 provides accounting and reporting
guidance for deferred compensation plans. Investments are generally recorded at market.
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FINANCIAL STATEMENT PRESENTATION AND DISCLOSURE
Summary of Significant Accounting Policies
14.13 Significant accounting policies to be disclosed include the basis of accounting for each of
the fiduciary fund types, a description of the funds in use, the carrying basis of investments, and
an explanation of any reservations of fund balance.
Pension Plan Disclosures
14.14 Pension plan disclosures are covered by GASB Cod. secs. P20 and Pe6. For pension trust
funds included in the financial statements of an employer, certain ten-year required supplementary
information (RSI) is also required to be included in the GPFS following the footnotes, if not
included in a separately issued financial report of the pension trust fund. If included in a separately
issued report, reference to the availability of the RSI can be made in that report.
Agency Funds Presentation
14.15 Agency funds should be accounted for on the modified accrual basis. They are purely
custodial (assets equal liabilities) and thus do not involve measurement of results of operations.
Neither revenues nor expenditures are recognized in agency funds. The year's activity is shown
in a combined statement of changes in assets and liabilities —all agency funds—that presents
changes in all the assets and liabilities rather than only in cash transactions. At the GPFS level,
this statement is not required, but the information may be presented in the notes.
Deferred Compensation Plan Disclosures
14.16 GASB Cod. sec. D25 requires that employers using governmental fund accounting report
the assets and liabilities of a deferred compensation plan adopted, under the provisions of IRC
Section 457, in an agency fund of the government that has legal access to the resources,
regardless of whether the assets are held by the government employer, a PERS, a
nongovernmental third party, or another government under a multiple jurisdiction plan. Disclosure
requirements are set forth in GASB Cod. sec. D25.113.

ASSERTIONS
14.17 GASB Cod. sec. 1300 suggests that the categories of financial statement assertions and
the specific audit objectives applicable to fiduciary funds should parallel those of the governmental
funds for expendable trust and agency funds and those of proprietary funds for nonexpendable and
pension trust funds.

INTERNAL CONTROL STRUCTURE AND AUDITING CONSIDERATIONS
14.18 The audit objectives of the fiduciary fund type should parallel those of other funds using
the accrual or modified accrual basis of accounting.
14.19 Trust agreements or state and local statutes may impose special compliance requirements.
In those circumstances, the auditor should obtain evidence of compliance with those requirements,
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which could have a direct and material effect on the financial statements. That is particularly
important if noncompliance occurs and trust fund assets revert to residuary beneficiaries.
Audit Procedures
14.20 The auditor should become familiar with the various compliance and fiduciary
responsibilities of the entity, as discussed in the previous paragraph. The principal area of audit
concern is the potential for the existence of a liability because of a misuse of assets.
14.21 PERS Transactions. PERS are generally comparable to pension plans in the private sector,
hence, audit objectives are similar. Audit procedures in governmental pension plans differ little in
most areas from those of auditing private pension plans. For audit guidance, the auditor can refer
to the AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, which discusses
those procedures. There are, however, some unique functions, aspects, and activities of PERS
that require special attention.
14.22 PERS Legal Requirements.
The auditor should consider whether investments meet
applicable statutory requirements. The requirements are normally set forth in state statutes or
local ordinances or resolutions. The Employee Retirement Income Security Act (ERISA) does not
apply to state and local governments.
14.23 Pension Plan Administration.
When auditing the PERS, the auditor should determine who
is responsible for pension plan administration, including the establishment of contribution level,
authorization of payments, and reporting. Some plans are administered on a day-to-day basis by
the sponsoring governmental entity, or by a plan administrator, an investment advisor, a bank trust
department, an insurance company, or a combination of those agencies. The auditor should
determine who has fiduciary responsibility for the plan and who is responsible for plan
administration.
14.24 Income Allocation.
Pension assets are sometimes combined with other assets of a
governmental unit to enhance investment return in a pooled investment account. If so, the auditor
should consider whether investment income is allocated properly.
14.25 Actuarial Information. In evaluating actuarial information, the auditor may consider using
the work of an actuary. In that connection, the auditor should consider the guidance of SAS No.
1 1 , Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). That
pronouncement, among other things, requires the auditor to test the accuracy of data submitted
to the actuary. If the government does not have current actuarial data, the auditor should consider
whether he or she should express a qualified opinion or disclaim an opinion.
14.26 Participant Eligibility. The auditor should consider testing the application of participant
eligibility rules and statutory requirements and evaluating whether the rules are followed
consistently.
14.27 Participant Vesting. Vesting in the plan is subject to statutory requirements. The auditor
should test vesting computations for compliance and proper reporting and disclosure.
14.28 Data Verification. Governments often experience difficulty in obtaining needed pension
data when they participate in a pension plan administered by another governmental unit. Two
standard actuary confirmation letters on disclosures of pension information by PERS and state and
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local governmental employers are available from the AICPA. If the minimum information necessary
to apply GASB Cod. secs. P20, Pe5, and Pe6 is not available, the auditor should consider whether
it is necessary to express a qualified or adverse opinion.
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Part IV

OTHER GOVERNMENTAL
AUDIT ENGAGEMENTS

Chapter 15
SPECIAL GOVERNMENTAL UNITS

INTRODUCTION
15.1
Special governmental units usually provide single special-purpose services, in contrast
with general governmental units that provide broad ranges of services. School districts represent
the greatest number of special governmental units; other special governmental units are usually
referred to as authorities, agencies, or special districts. Such units are formed to provide a variety
of services and may include the following:
•

Airports

•

Colleges and universities

•

Economic development boards

•

Fire protection districts

•

Forest preserve districts

•

Hospitals

•

Housing authorities

•

Indian tribes

•

Industrial development authorities

•

Libraries

•

Mosquito abatement districts

•

Park districts

•

Parking authorities

•

Pension plans

•

Port authorities

•

Public building authorities

•

Public health districts

•

Risk pools

•

River conservancy districts

•

Road and bridge authorities

•

Sanitation districts

•

Soil and water conservation, or management districts

•

Transportation authorities

•

Water authorities
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15.2
Depending on its organizational, reporting, and financial relationships and characteristics,
a special governmental unit may be considered to be a stand-alone government or a component
unit of a reporting entity. In the latter circumstances, the unit may elect or be required to issue
separate financial statements. The preceding chapters described accounting, financial reporting,
and auditing considerations applicable to general governmental units. The matters discussed in
those chapters apply, in most cases, to a special governmental unit, whether it is a stand-alone
government or a component unit of a reporting entity. This chapter provides guidance for
situations encountered in auditing special governmental units.

APPLICABILITY OF OTHER AUDIT AND ACCOUNTING GUIDES
15.3
A special governmental unit may be subject to audit guidance included in other audit and
accounting guides. Audit guidance in other guides may apply to the following entities frequently
operated by governments:
•

Providers of health care services

•

Colleges and universities

•

Certain nonprofit activities

•

Employee benefit plans

•

Voluntary health and welfare organizations

•

Property and liability insurance companies

ACCOUNTING CONSIDERATIONS
General Principles
15.4
In planning the audit of a special governmental unit, the measurement focus of the
governmental unit needs to be determined. The scope of activities in which the special
governmental unit participates must also be considered.
15.5
GASB Cod. secs. 1100.103 and 1300.104 describe the types of activities that are
generally accounted for in each fund type. If the special governmental unit is involved in several
distinguishable activities, and the flow of financial resources is the most appropriate measurement
focus, it usually would be appropriate to present the unit's operations using several funds and
following the basis of accounting used by governmental fund types. If the focus of the special
governmental unit is to measure the costs of operations of the organization using the economic
resources measurement focus, the proprietary fund model usually should be followed. However,
in practice, it is often difficult to determine whether the proprietary model should be used, so
judgment may be required. In some instances, the activities of the special governmental unit will
be varied, and certain of its activities should be accounted for using each of the models.
15.6
Stand-Alone Governments.
All stand-alone governments should prepare financial
statements for use by their governing boards, constituencies, creditors, and others. GASB Cod.
sec. 2100 provides criteria to determine whether a unit is a stand-alone government or is a
component unit that should be included in the financial statements of a financial reporting entity.
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15.7
Component Units Reporting Separately. GASB Cod. sec. 2600.118 does not prohibit a
component unit of a financial reporting entity from issuing separate financial reports. Separately
issued financial reports are often issued, particularly if the financial statements are to be used in
official statements for sale of general obligation bonds, revenue bonds, or other debt of the
component unit. The identity of the component unit, the fact that it is a component unit, and the
relationship with the primary government should be disclosed in a note to the financial statements.
The Independent Auditors' Report should also disclose appropriately that the entity is a component
unit of a financial reporting entity.
15.8
Joint Ventures. Paragraph 69 of GASB Statement No. 14 (GASB Cod. app. A) defines
a joint venture as a legal entity or other organization that results from a contractual arrangement
and that is owned, operated, or governed by t w o or more participants as a separate and specific
activity subject to joint control, in which the participants retain (a) an ongoing financial interest,
or (b) an ongoing financial responsibility. Ongoing financial interest and ongoing financial
responsibility are discussed further in GASB Statement 14, paragraphs 70 and 7 1 . Examples of
joint ventures include, but are not limited to, regional transportation authorities, water treatment
plants, solid waste facilities, airports, and libraries.
15.9
GASB Cod. app. A discusses accounting for a joint venture. For financial reporting
purposes, there are t w o types of joint ventures: (a) joint ventures whose participants have equity
interests and (b) joint ventures whose participants do not have equity interests. If the government
has an equity interest in the joint venture, that equity interest should be reported as an asset of
the fund that has the equity interest or reported in the GFAAG.
15.10
Generally, for proprietary funds, an "investment in joint venture" account reported in a
proprietary fund should report the participating government's equity interest calculated in
accordance with the joint venture agreement. If the joint venture agreement provides for the
participating government to share in the operating results of the joint venture, the equity interest
should be adjusted for the participant's share of the joint venture's net income or loss, regardless
of whether the amount is actually remitted. The equity interest should be reported in the
proprietary fund's balance sheet as a single amount and the fund's share of the joint venture's net
income or loss should be reported in its operating statement as a single amount.
15.11
Since the equity interest of a governmental fund in a joint venture generally represents
equity primarily in capital assets and otherwise does not meet the definition of a financial resource,
it is inappropriate to report the entire "net investment in joint venture" as an asset in a
governmental fund. All or a portion of the equity interest should be reported in the GFAAG. The
amount that should be reported in the GFAAG is the total equity interest adjusted for any portion
of the equity interest that is included in the balance sheet of a governmental fund.
15.12
The measurement focus and basis of accounting used by the joint venture are dependent
on the flow of resources that are to be measured by the joint venture, regardless of what fund
type is the investor in the joint venture. It may be appropriate, therefore, for a joint venture to use
the flow of economic resources measurement focus, even though the investor in the joint venture
is a fund that uses the flow of financial resources measurement focus.
Special Governmental Units
15.13
Hospitals. Hospitals and other providers of health care services generally should be
reported as enterprise funds following GASB Cod. secs. H50 and Ho5, as discussed in chapter 13.
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15.14
Colleges and Universities.
Colleges and universities should follow either the AICPA
college guide model or the governmental model of accounting and financial reporting (see GASB
Cod. sec. Co5). The notes to separately issued financial statements should disclose the
relationship to a financial reporting entity and the accounting policies followed. If the AICPA
college guide model is followed, all disclosures normally included in governmental financial
statements should be made. In particular, disclosures concerning deposits with financial
institutions, investments, and repurchase agreements and disclosures regarding public employee
retirement systems would be applicable. GASB Cod. sec. 2600 discusses how component units,
including colleges and universities, should be presented in the financial statements of a financial
reporting entity.
15.15
School Districts. School districts are the most frequently encountered special units. In
some states, school districts operate as an integral part of a local governmental entity; but in
others, school districts are stand-alone governments. School districts may or may not have
common boundaries with a political subdivision. Regardless of whether school districts are
component units of a financial reporting entity, joint ventures of several reporting entities (such
as some of the so-called consolidated districts), or meet the definition in GASB Cod. sec. 2100
as separate reporting entities, many school districts prepare separate financial statements to
(a) support state or federal aid applications; (b) report financial activities to parent, taxpayer, and
citizen groups; or (c) prepare a financial report for use in an official statement.
15.16

There are several unique aspects of school districts, including —

•

Attendance Reporting. Most school districts receive state aid on the basis of average
daily membership (ADM) or average daily attendance (ADA). ADM and ADA data
typically are determined at individual schools and reported to a central attendance unit.
That unit prepares reports for state aid and, in many cases, for federal aid, such as
impacted area aid. Attention should be directed to attendance reporting because of its
importance to overall revenues of the school district. Incorrect attendance reporting can
lead to allocation of too much or too little aid.

•

Student Activity Funds. Most school districts have cash funds or bank accounts at
individual schools under the control of school principals (generally student-generated
monies). Attention should be directed to such funds, which are frequently excluded from
the entity's normal accounting records and controls. Student activity funds usually are
reported as agency funds of the district.

•

U.S. Department of Education Requirements. The Department of Education has issued
Financial Accounting for Local and State School Systems, which suggests a standardized
chart of accounts for school districts.
Financial reporting standards under, and
applications for, federal grants generally require preparation according to the format
suggested in that publication. The auditor should be familiar with Financial Accounting
for Local and State School Systems or state-mandated variations of it.

•

School Lunch Programs. Most school districts participate in the U.S. Department of
Agriculture (USDA) free or price-reduced food programs. The auditor should be familiar
with the USDA's regulations for such programs. USDA-donated commodities may also
pose accounting and reporting problems; they are often reported as revenue when
received and are recognized as an expenditure/expense when consumed.

15.17
State departments of education, the Association of School Business Officials, and the
National Association of College and University Business Officers (NACUBO) have issued additional

118

nonauthoritative publications on school system management, accounting, and financial reporting.
Those may be helpful to the auditor and any that may be applicable should be identified and
considered in developing the audit program.
15.18
Housing Authorities.
Housing authorities provide shelter to lower income citizens and
generally receive substantial capital and operating grants from the U.S. Department of Housing and
Urban Development (HUD). The housing authorities provide the low-income housing by owning
and managing housing developments, providing rent subsidies paid directly to the landlords, and/or
providing vouchers to participants for rent subsidies that permit them to locate their own housing.
Housing authorities also may finance low-interest mortgages for citizens and engage in urban
renewal activities. Depending on state statutes or local ordinances, housing authorities operate
as (a) departments of the sponsoring government, (b) component units of a financial reporting
entity, or (c) stand-alone governments. Additionally, some housing authorities operate on a
regional basis.
15.19
If the criteria for proprietary funds are met, housing authorities should be reported as
enterprise funds. Otherwise, they should be accounted for as governmental funds.
15.20
The auditor should be familiar with the various housing grant programs in undertaking an
audit of a public housing authority. Additionally, the auditor should consider confirming directly
with HUD loans and other housing development and modernization debt to be assured that accrued
interest and grant advances receivable have been recorded properly.
15.21
Financing Authorities.
Many governmental units have established financing authorities
to provide resources for specific capital projects or loans to special interest groups, such as
organizations of veterans or farmers. Some financing authorities are established for the benefit
of other governmental units or nonprofit organizations, for example, a government-supported
hospital financing authority. In some cases, a for-profit business organization is the beneficiary
of a financing authority. For example, an economic or industrial development authority that issues
revenue bonds, the proceeds of which are used to provide for plant expansion, thereby increases
a community's employment level and tax base. In other cases, a financing authority may be
created by a governmental unit solely to finance internal capital projects, such as university
dormitory construction. As a further example, mortgage financing authorities make low-interest
mortgage loans available to citizens.
15.22
Typically, a financing authority issues bonds to obtain funds for the construction of a
facility that is then leased to another government or private sector organization. Lease payments
received are used to service the bond principal and interest, and the ownership of the facility
passes to the lessee when the bonds mature and are retired. In some cases, financing authorities
develop a permanent capital base that is used for making loans and, occasionally, grants available
to applicants.
15.23
Authorities making loans available to citizens or citizen groups typically service bond
principal and interest from loan repayments. Interest income in excess of interest expense
typically finances administrative costs.
15.24
Some authorities (such as economic or industrial development) are created solely to lower
the cost of borrowing for private sector entities constructing facilities within the jurisdiction
served. The authority does not become directly involved in the construction activities or in
repayment of the debt. Debt service is usually administered by a financial institution as trustee.
In such cases, the debt and related capital lease receivable can be reported in the financial
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statements of the government or disclosed in the notes to the financial statements. Fees charged
to the entities benefiting from the debt issuance and administrative expenses of the authority
should be reported in the operating statement of the authority.
15.25
Governmental units that create authorities to finance their capital projects usually execute
lease contracts between the governmental units and the financing authorities. In accounting and
reporting for lease agreements between governmental Units and public authorities in the GPFS, first
it must be determined whether the public authority is part of the governmental reporting entity for
financial reporting purposes. If the authority is part of the financial reporting entity, a further
determination needs to be made whether the authority's information is to be "blended" or shown
"discretely" (see GASB Cod. app. A). When the authority is accounted for as a governmental fund
type and its financial information is blended in the general-purpose financial statements of the
reporting entity, the financing authority lease contract receivable should be offset against the lease
liability in the financial reporting entity's financial statements and the public authority's debt and
assets should be reported as a form of the primary government's debt and assets. For example,
the leased general fixed assets would be reported in the GFAAG and related debt would be
reported in the GLTDAG. The debt service activity of the public authority would be reported as
a debt service activity of the primary government, and, if the public authority has a general fund,
it would be included as a special revenue or internal service fund of the primary government.
15.26
Capital lease arrangements between the primary government and public authorities
reported as discretely presented component units (or between those component units) should be
treated in the same manner as any other lease agreement of a state or local government. These
agreements, therefore, should be considered long-term contracts for accounting and financial
reporting purposes and afforded capital lease treatment if they meet the criteria of GASB Cod. sec.
L20 and FASB Statement No. 13, Accounting for Leases. However, related receivables and
payables should not be combined with other amounts due to or from component units, or with
capital lease receivables and payables with organizations outside of the reporting entity. To avoid
double counting of assets and liabilities resulting from capital lease arrangements, eliminations may
be made in accordance with GASB Cod. sec. 2200, Comprehensive Annual Financial Reports,
paragraph 108.
For additional guidance on accounting and financial reporting for lease
transactions, refer to GASB Cod. sec. L20 and chapter 10 of this guide.
15.27
Transportation Systems. Transportation systems may operate either as independent
regional authorities, as joint ventures of the participating governments, or as component units of
a financial reporting entity. Most transportation systems are accounted for as enterprise funds
(see GASB Cod. sec. 1300.104b(1)).
15.28
Most public transportation systems, because of low rates or low ridership, seek outside
contributions to finance facilities, equipment, and operating expenses. Net income, nevertheless,
should include charges for depreciation on assets acquired from contributions in the form of capital
grants in support of construction as well as those acquired from internal resources. Although
depreciation expense on all assets is included in the statement of revenues and expenses to
determine the net income or loss resulting from the operation of the system, the amount applicable
to assets acquired from capital grants may be closer to the related contributed capital account
rather than to retained earnings as in GASB Cod. sec. G60.116.
15.29
Indian Tribes. The federal government considers the various recognized Indian tribes the
same as states. Therefore, Indian tribes are usually accounted for as separate stand-alone
governments. Financial statements for Indian tribes generally will include all the various fund types
found in GPFS for other general-purpose governmental units.
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Chapter 16
STATE GOVERNMENTS

INTRODUCTION
16.1
Although the matters discussed in the previous chapters generally apply to both state and
local governments, there are considerations that are unique to state governments.
State
governments generally are large operations, some as large and diverse as the largest private sector
entities. Distinguishing aspects of state governments that create special auditing considerations
include the following:
•

Reporting entity definition

•

Independence

•

Joint audits

•

Audits of component units

•

Jurisdictional concerns

•

Aid to local governments

•

Pass-through grant programs

•

Medicaid

•

Lotteries

•

Escheat property

Although these areas may also be of concern in audits of local governments, they are more
commonly associated with state governments.

NATURE OF STATES
16.2
State governments differ from local governmental units because they have sovereign
power. The powers of states are limited by their individual constitutions and the powers granted
exclusively to the federal government by the Constitution of the United States and the rights
guaranteed to citizens by amendments to that constitution. States can enact, repeal, and modify
statutes relating to the conduct of economic, political, social, and individual activities subject to
those limitations. All other governing bodies within the state exist as consequences of general or
specific authorizations from the state government and are accorded only those powers provided
for in such authorizations. State governments have implicit power, while subordinate governments
created by states generally are limited to the powers expressly provided to them by the state or
not expressly reserved for the state and, in some cases, not expressly prohibited.
16.3
To meet the varying needs of citizens, states have established a variety of forms of state
agencies and departments, regional governments, local governments, and special units of
government. The extent and nature of those organizations affect the structure of the state
financial reporting entity and, thus, the audit approach.
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16.4
To deal with the problems inherent in the variety of organizational structures, most states
have established accountability centers, usually under the control of state comptrollers or
treasurers. Such accountability centers do not normally maintain accountability for all the
component units of the state oversight entities. Rather, such centers are often limited to
responsibility for the funds and activities of the states from which appropriations are made to
departments and agencies. Other component units (such as public benefit corporations and
authorities) in many instances maintain their own accounts and manage their own financial affairs,
either with or without direct oversight from the accountability centers.

ACCOUNTING CONSIDERATIONS
16.5
All GASB pronouncements are applicable to state government financial statements.
Nevertheless, state-mandated accounting and reporting requirements may extend beyond GAAP.
Such requirements generally come from statutes, and their existence and specifics should be
ascertained and confirmed by discussions with representatives of the states' attorneys general,
treasurers, comptrollers, and auditors. For example, certain additional financial summaries may
be mandated by state statutes.

AUDITING CONSIDERATIONS
16.6
In addition to the areas discussed in the previous chapters, the following audit issues
should be considered in conducting audits of state governments.
Reporting Entity Definition
16.7
Determining the state financial reporting entity is often difficult because of the diversity
of state component units and the numerous, nearly autonomous, component units, such as public
benefit corporations, financially independent entities, and decentralized accounting systems. The
problems may be even more complicated when component units such as banks, railroads, hospitals, student financial loan programs, colleges, and universities are required to be included in the
state financial reporting entity. States also tend to be involved in more joint ventures than local
governments. Chapter 2 discussed considerations associated with defining the financial reporting
entity and the related accounting and reporting under GASB Cod. app. A.
Independence
16.8
While ensuring auditor independence at a local government may be difficult, ensuring
independence at the state government level can be a major undertaking. The auditor independence
requirements outlined in rule 101 of the AlCPA's Code of Professional Conduct, including
Interpretation 101-10, are quite extensive and must be reviewed in detail by all auditors working
on a state engagement to determine compliance.
16.9
The auditor of the primary government is to be independent of the primary government
and each component unit. Similarly, the auditor of a material component unit is to be independent
of the component unit and the primary government. Considering the size of states and the large
number of component units typically included in the state financial reporting entity, determining
independence is often difficult.
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Joint Audits
16.10 Joint audits are becoming a more common practice in states when involvement by state
audit officials in the audit process, and/or reduced audit costs, are goals of the state audit agency.
A joint audit occurs when a state audit agency, such as a state auditor or auditor general,
performs a state audit in conjunction with an independent certified public accounting firm. The
resulting audit opinion is signed by both the state audit agency and the CPA on joint letterhead.
Joint audits are typically performed in t w o ways. In the first, the CPA and state audit agency each
may be responsible for auditing certain funds or entities (that is, component units) and the audit
plans and working papers prepared by each are subject to review by the other. The alternative
is to have personnel from the state audit agency and the CPA working together on all segments
of the audit.
16.11
Joint audits, while having many benefits, also pose some unique problems. One problem
that sometimes arises when a joint audit is performed (also present when the entire state audit is
performed by the state audit agency) is a change in administration as a result of an election. In
some cases, the auditor's last date of fieldwork may fall within the outgoing state auditor's term
and, therefore, the date of the auditor's report will be within the term of the outgoing state audit
official. However, due to the amount of time required to finalize the financial statements and
management letter, the signing of the joint audit report, management letter, and representation
letter may not occur until after the incoming state audit official takes office.
16.12
Since the incoming state audit official relies on the staff of the audit agency, whoever is
in office when the report is completed should sign the report, even though the date of the opinion
(last date of fieldwork) may fall within the predecessor's term in office.
16.13
Before entering into an agreement to perform a joint audit, the independent CPA must be
satisfied that the state audit agency is independent and has been reviewed in accordance with
SAS No. 65, The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements (AICPA, Professional Standards, vol. 1, AU sec. 322), and, when required,
Government Auditing Standards. In meeting those standards, the state audit agency must be
objective, professionally competent, and its work should be evaluated (reviewed and tested).
Likewise, the state audit agency should review the qualifications of the CPA firm to ascertain that
they meet the criteria necessary to participate in the joint audit.
16.14
In some cases, the elected state auditor may not be licensed to practice public
accounting. In those situations, the auditor may want to consult the state licensing board as to
the potential consequences of jointly signing an audit report with a person who is not licensed to
practice public accounting.
Audits of Component Units
16.15
In a joint audit, the audit report is signed jointly and severally by the top official in the
audit agency and the CPA firm. Therefore, if certain component units are audited by auditors
other than those signing the primary government reports, it should be so noted in the report.
Additionally, if one or more component units is audited by the CPA firm or the state audit agency
acting separately and not in connection with the joint audit of the primary government, it should
be noted in the joint auditors' opinion.
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Jurisdictional Concerns
16.16
State governments generally consist of three branches: executive, legislative, and judicial.
Conflicts often exist among the branches regarding responsibilities and authority. As a practical
matter, the auditor should be aware of such possible conflicts and consider whether the
appropriate individuals are included in planning the audit, advised of audit progress, and provided
opportunities to respond to draft reports.
16.17
The legislative and judicial branches may maintain their own accounting systems. The
auditor should be cognizant of the possibility of numerous accounting systems and various internal
control structures and should determine the extent to which such systems need to be evaluated
for their effects, if any, on audit procedures.
Aid to Local Governments
16.18
States provide aid to local governments in the form of shared revenue, such as sales or
highway taxes, grants and entitlements such as per capita aid, and school aid based on various
formulas. Aid is distributed to local governments in many ways and often is based on a formula
or on eligibility criteria, or both.
16.19
The auditor should consider whether the formula and eligibility criteria are applied properly
and consider the internal control structure surrounding the awarding, monitoring, and payment
functions. In addition, the auditor should evaluate the reasonableness of amounts recorded as
payable to the local governments under the requirements of the various programs, especially when
the fiscal year ends of the local governmental units differ from those of the state. Many programs
operate on a reimbursement basis, and the state, therefore, will not know the actual amount owed
until after year end, when local governments report reimbursable claims. Such amounts, therefore,
frequently require management estimates.
16.20
The auditor should determine that the amounts payable to the localities for shared
revenues are properly accrued and reported in the financial statements. The auditor should
consider reviewing disbursements subsequent to year end to gain assurance that all liabilities have
been accrued. Additionally, the auditor should ascertain the existence of state receivables
resulting from advance payments made to local governments or disallowed expenditures made by
local governments.
Pass-Through Grant Programs
16.21
States often act as pass-through agents for federal funds allotted to states for programs
administered by local governments and not-for-profit agencies. Many social service programs,
such as Aid to Families with Dependent Children (AFDC) and Medicaid, are financed in that
manner.
16.22
The auditor should consider whether the pass-through grant funds are administered in
accordance with the compliance requirements specified by the federal government. Because
states generally retain a degree of accountability for pass-through funds, the auditor should
consider whether the state has procedures, commensurate with its degree of accountability, to
determine that those funds are spent properly by local recipients. If the state is allowed to receive
fees for administering the programs, the auditor should determine whether the state received the
proper amounts.
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16.23
The federal government may disallow expenditures not in accordance with the assistance
agreement, therefore, there may be a need to establish an allowance for refunds. The auditor
should ensure that the potential need for an allowance for refunds is addressed by management
and that the amounts reported, if any, are reasonable under the circumstances. The auditor also
should ascertain whether the proper fund and account classifications of pass-through dollars are
used, and whether the state has a liability, or a contingent liability, for not disbursing the funds
in accordance with federal requirements.
Medicaid
16.24
Medicaid services may be administered by states and/or through local governments on
behalf of the states. In either case, health care providers (for example, hospitals, physicians,
nursing homes, pharmacies) are required to follow guidelines established by the state. Various
methods and formulas are used to reimburse providers (and local governments) for services
rendered, including the following:
•

Hospitals and nursing homes may be reimbursed for the "costs" of rendering the services,
with costs based on retrospective cost reports filed by the provider

•

Hospitals and other providers may be paid a predetermined (prospective) amount for each
service rendered, based on the nature and/or complexity of the services

•

Nonhospital providers may be reimbursed based on the cost of the service (for example,
physician office visit, prescription) up to a maximum cost per service

At times, the state may make payments during the year to providers, particularly hospitals, based
on interim reports. Settlements may be made at year end, based on audited cost reports. Those
settlements can be either receivables from or payables to the providers.
16.25
In many cases, providers or local governments may make claims for payments well after
year end for services rendered before year end. Because of timing problems, the state may have
to estimate the year-end liability to, or receivable from, providers. The auditor should consider
whether payables and receivables, and related expenditures and revenues, are properly estimated
and recorded at year end. Because these accruals are based on services rendered before year end,
the auditor may have to use historical information to ascertain the reasonableness of the receivable
or payable.
16.26 The costs of Medicaid are shared between the state and federal governments. Such
sharing varies by type of services rendered, which can vary by state. Furthermore, in some states,
local governments also share in the costs. The auditor should become familiar with the types of
services provided and the cost-sharing arrangements within the state being audited and should
ensure that the federal and state (and local, if applicable) shares are reported properly in the
financial statements.
Lotteries
16.27
A growing number of states (and some local governments) are using lotteries to
supplement revenues. Lottery revenue should be matched with proportionate shares of prize costs
and other costs. Accordingly, both revenues and prize and other costs should be accounted for
on an accrual basis, normally in an enterprise fund. To the extent that lottery revenue is legally
dedicated for purposes other than prizes, the auditor should determine that applicable legal
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restrictions are adhered to and the resulting balances presented properly in the financial
statements. Lottery prizes may be lump-sum payments, annuities, or both. The auditor should
consider whether liabilities have been recorded properly for prizes won but not awarded and
amounts to be awarded for games-in-progress at year end.
16.28
Large prizes typically are paid over a period of years. The liability for such prizes is often
financed with an annuity purchased from a private insurance company. When the purchased
annuity is in the name of the prize winner, no liability or asset is recognized by the government
because it has discharged the primary liability. However, consideration should be given to whether
a contingent liability exists that should be disclosed in the financial statements. If an annuity in
the name of the prize winner is not purchased, the liability and any assets specifically identified
to meet that liability should be included in the financial statements of the governmental unit. The
auditor should determine whether the liability has been recorded at its present value.
16.29
Some lottery games may provide for a cumulative prize over time and a division of the
total prize among many winners. In these situations, policies usually are established that provide
for variable payout periods depending on the size of the amount awarded to each individual. For
such games-in-progress at year end, it is necessary to record an estimate of the present value of
anticipated prizes. The auditor should determine that the estimate of the present value of such
anticipated prizes has been calculated and recorded properly.
16.30
Lottery tickets are generally sold in stores and other designated localities throughout the
state. Management should estimate the amount of receivables due from the sale locations along
with an allowance for doubtful collections from sales agents to whom tickets have been cosigned.
The auditor should evaluate the reasonableness of those estimates.
Escheat Property
16.31
Because unclaimed property is submitted to the state, state governments are in a unique
position. Escheat property (GASB Cod. sec. E70) should be accounted for in either an expendable
trust fund or the fund to which the property ultimately escheats, since principally all escheat
property eventually escheats permanently to the government. Further, fund balance should be
reserved for that portion of the escheat property that under law is held in perpetuity for its owners.
Escheat property held for another government should be accounted for in an agency fund.
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Part V

CONCLUDING THE AUDIT AND
UNRESOLVED ACCOUNTING ISSUES

Chapter 17
CONCLUDING THE AUDIT

INTRODUCTION
17.1 At or near the end of audit fieldwork, the auditor should perform certain additional
procedures before issuing his or her report(s). This chapter addresses: (a) written representations
from management, (b) disclosures of related-party transactions, (c) going-concern considerations,
(d) commitments and contingencies, (e) subsequent events, and (f) analytical procedures.

WRITTEN REPRESENTATIONS FROM MANAGEMENT
17.2 SAS No. 19, Client Representations (AICPA, Professional Standards, vol. 1, AU sec. 333),
requires the auditor to obtain written representations from management as a part of a GAAS audit.
Such representation should be obtained from responsible client officials, including the chief
executive and the chief financial officer. In a governmental audit, it is often desirable also to
obtain the representation letters from other officials (for example, requesting the clerk to the
legislative body to represent that the minutes are complete for all meetings held during the period).
Also, paragraph 19 of SAS No. 68, Compliance Auditing Applicable to Governmental Entities and
Other Recipients of Governmental Financial Assistance (AICPA, Professional Standards, vol. 1, AU
sec. 801.19), states that the auditor should consider obtaining additional representations from
management acknowledging that (a) management is responsible for the entity's compliance with
laws and regulations and (b) management has identified and disclosed to the auditor all laws and
regulations that have a direct and material effect on the determination of financial statement
amounts.
1 7.3 In addition to the representations ordinarily obtained in any GAAS audit, the auditor should
consider obtaining representations about the following matters typically relevant in a governmental
audit:
•

The financial reporting entity's financial statements to be audited

•

The inclusion of all component units, and the disclosure of all joint ventures and other
related organizations

•

The proper classification of funds and account groups

•

The proper approval of reserves or designations of fund equities

•

Compliance with laws and regulations, including budget laws or ordinances (see also
paragraph 5.20)

•

Compliance with any tax or debt limits, including any related debt covenants

•

Representations relative to GASB-required supplemental information

•

Identification of all federal assistance programs, if applicable, and compliance with all
related grant requirements (see part VII for additional representations to be obtained in a
single-audit engagement)
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17.4 SAS No. 19 (All sec. 333.11) states that management's refusal to furnish written
representations is a limitation on the scope of the audit sufficient to preclude an unqualified
opinion. The auditor of a governmental unit may encounter difficulty obtaining a representation
letter if the responsible administrative officer is an elected official whose term differs from the
governmental unit's financial reporting year. For example, a newly elected official may not be
willing, or able, to sign representations relating to a period prior to the beginning of his or her term
of office. The official may be willing to sign the letter if he or she obtains supporting
representations from other key officials who are responsible for financial matters during the period
of the audit.

DISCLOSURE OF RELATED-PARTY TRANSACTIONS
17.5 In a governmental audit, related parties include members of the governing board, administrative boards or commissions, administrative officials and their immediate families, and affiliated
or related governments that are not included as part of the financial reporting entity. Examples
of related-party transactions in a governmental audit include buying supplies or services from a
member of the governing body, selling assets owned by the governmental unit to a board member,
and establishing a depository relationship with a family member of an administrative official (for
example, financial officer).
17.6 The primary accounting and auditing focus for related parties is adequacy of presentation
and disclosure in the financial statements. AICPA Professional Standards, vol. 1, AU sec. 334.11
and AU sec. 334.12, require disclosure of the following information:
a. The nature of the relationship(s) involved
b. A description of the transactions including transactions to which no amount or nominal
amounts were ascribed and such other information deemed necessary to understand the
effects of the transactions on the financial statements
c. The dollar amounts of transactions for each of the periods for which income statements
are presented and the effects of any change in the method of establishing the terms from
that used in the preceding period
d. Amounts due from or to related parties as of the date of each balance sheet presented and,
if not otherwise apparent, the terms and manner of settlement
Audit

Procedures

17.7 The objective of audit procedures for related parties is to determine the adequacy of
presentation and disclosure of related-party transactions. Audit procedures are applied throughout
the audit. During audit planning the auditor should identify known related parties and transactions,
and update information from previous audits. At the end of the audit, the auditor should consider
whether the results of procedures applied during the audit indicated the existence of related-party
transactions that require disclosure.

GOING-CONCERN CONSIDERATIONS
17.8 SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341), provides guidance on the auditor's
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evaluation of whether there is substantial doubt about the entity's ability to continue as a going
concern. Ordinarily, financial statements of a governmental unit are prepared based on the
assumption that the reporting entity will continue as a going concern. SAS No. 59 relates going
concern to the entity's ability to continue to meet its obligations as they become due without
substantial disposition of assets outside the ordinary course of business, restructuring of debt,
externally forced revisions of its operations, or similar actions.
17.9 Many auditors have held the opinion that governmental units are not subject to the factors
that might threaten the future existence of a business enterprise. That is largely attributed to the
assumed power of governments to assess and levy taxes (and other charges) sufficient to finance
operations and to service long-term and short-term debts. However, the ability to generate
revenues, although unlimited by law, can in fact be limited by the incomes and resources of
taxpayers. Also, in recent years, governments have experienced instances in which local taxpayer
initiatives have been enacted limiting governmental units' taxing powers. Recent economic events
and developments have also raised questions about the ability of certain governments to sustain
operations.
17.10
Examples of conditions or events that indicate there could be substantial doubt about a
governmental entity's ability to continue as a going concern are as follows:
•

Extremely high estimated liability for incurred-but-not-reported claims in areas not insured

•

Accelerating costs on construction and similar long-term projects disproportionate to
economic feasibility

•

Burdensome pension plan liabilities combined with shrinking populations and diminishing
revenues

•

Potential for large tax refunds as a result of taxpayers' challenges, reassessments, large
numbers of taxpayers relocating out of the unit's jurisdiction

•

Declining tax base

•

Unwillingness of senior governments to continue funding programs at existing levels

•

Large investment losses

•

Bond rating lowered below investment grade

•

Major disaster such as earthquake, flood, or fire

17.11
Other factors to be considered include whether federal, state, or other local governments
have a legal or moral responsibility to subsidize or otherwise provide financial support to a
distressed unit of government. The auditor should consider those areas in evaluating the likelihood
of default on debt (for example, revenues less than originally forecasted for repayment of revenue
bonds), the inability to meet pension costs or other obligations, the inability of one fund to
continue to support the activities or operations of another fund that is incurring large deficits, or
the inability to financially support present operating levels.
17.12
If, having considered the guidance in the AlCPA's Professional Standards, vol. 1, AU sec.
341.05 through 341.09, the auditor concludes that there is substantial doubt about the ability of
the governmental unit to continue as a going concern, the auditor should consider the adequacy
of the disclosures in the financial statements and include an explanatory paragraph (following the
opinion paragraph) to reflect that conclusion in accordance with SAS No. 59, AU sec. 341.12
through 341.16.

131

Audit Procedure
17.13
The auditor should evaluate whether conditions or events were noted during the audit up
to the date of the auditor's report that indicate there could be substantial doubt about the
governmental unit's ability to continue as a going concern.

COMMITMENTS AND CONTINGENCIES
17.14 The auditor should consider whether the existence of any commitments or contingencies
require recording or disclosure in the financial statements. Commitments include contractual
obligations for a future expenditure/expense. Commitments of a governmental unit are usually
long-term contractual obligations with suppliers for future purchases at specified prices and
sometimes at specified quantities. Disclosure of commitments under unconditional purchase
obligations associated with suppliers' financing, whether or not reported in the balance sheet, the
terms of the commitments, and provision made for any material losses expected to be sustained
should be considered.
17.15
Loss contingencies are existing conditions that may create a legal obligation in the future
but that arise from past transactions or events. GASB Cod. sec. C50.110 requires accrual of loss
contingencies if (a) information available prior to issuance of the financial statements indicates that
it is probable that an asset has been impaired or a liability incurred at the date of the financial
statements, and (b) the amount of the loss can be reasonably estimated. If no accrual is made for
a loss contingency because one or both of the conditions are not met, but there is a reasonable
possibility that a loss or an additional loss may have been incurred, the financial statements should
disclose the nature of the contingency and an estimate of the possible loss or range of loss, or
state that such an estimate cannot be made.
17.16
In governmental fund types, the total amount of the loss contingency that meets the
criteria is accrued. The current portion is recorded as a fund liability if the amount normally would
be liquidated with expendable available financial resources. Any remaining liability is recorded in
the general long-term debt account group. In proprietary fund types, the expense and the liability
is recorded in the appropriate fund.
17.17
Examples of commitments and contingencies often found in a governmental unit are as
follows:
Sale of assets and agreements to repurchase assets previously sold
Guarantees or endorsements
Long-term leases with required fixed payments for several years
Projects that require annual payments entered into with other governmental units.
Commitments to purchase large quantities of materials or services
Commitments related to the construction, expansion, or rehabilitation of facilities
Litigation, claims, and assessments pending, threatened, or unasserted at balance-sheet
date
Proposed or recognized tax refund claims of taxpayers
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•

Possible claims for disallowed costs or expenditures incurred under a federal financial
assistance program

•

Contingencies related to risk financing and related insurance activities

Audit Procedures
17.18
Some commitments or contingencies are discovered as a result of procedures applied to
specific financial statement elements for other audit objectives. Other procedures that may be
employed to identify commitments and contingencies include the following:
•

Inquiring from responsible officials about the possibility of unrecorded commitments or
contingencies

•

Reading minutes of meetings of the governing body or finance boards

•

Reading contracts, loan agreements, leases, and similar documents

•

Reviewing current and past years' reports from grantor agencies

•

Analyzing legal expenses and inspecting invoices from lawyers

•

Inquiring of legal counsel

17.19
Occasionally a government may not retain an inside or outside lawyer and may not have
consulted a lawyer during the period about litigation, claims, or assessments. In those cases, the
auditor must rely on other audit procedures to disclose the existence of litigation, claims, and
assessments, in addition to making inquiries of client officials.

SUBSEQUENT EVENTS
17.20 Subsequent events are events or transactions that take place after the balance-sheet date
but prior to the issuance of the financial statements and auditor's report. They consist of—
•

Those events that provide additional evidence about conditions that existed at the
balance-sheet date and affect the estimates inherent in preparing financial statements

•

Those events that did not exist at the balance-sheet date but arose subsequent to the
date, that nevertheless, are of such a nature that they should be disclosed to prevent the
financial statements from being misleading

17.21
Examples of subsequent events in a governmental audit include settlement of a lawsuit
in the subsequent period that was caused by an event taking place in the period being reported
on, issuance or defeasance of bonds or other debt instruments, and loss of grant funding or notice
of potential disallowances.
Audit Procedures
17.22
Subsequent events may be discovered as a result of audit procedures applied to specific
financial statement elements for other audit objectives or through cutoff testing and assessment
of asset or liability valuations. Procedures include—
•

Reviewing subsequent collections of receivables or payment of expenditures/expenses.
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•

Inquiring from responsible administrative officials about the current status of material
unresolved issues at the balance-sheet date.

•

Reading any financial reports prepared since the balance-sheet date.

•

Reading minutes of the governing board, or any other administrative board with
management oversight, held subsequent to the balance-sheet date.

•

Reading subsequent years' budgets (capital and operating).

ANALYTICAL PROCEDURES
17.23
Analytical procedures are used as an overall review of the financial information in the final
review stage of the audit. The objective of analytical procedures used in the overall review stage
is to assist the auditor in assessing the conclusions reached and in the evaluation of the overall
financial statement presentation.
17.24 The overall review generally would include reading the financial statements and notes and
considering (a) the adequacy of evidence gathered in response to unusual or unexpected balances
identified in planning the audit or in the course of the audit, and (b) unusual or unexpected
balances or relationships that were not previously identified. Results of an overall review may
indicate that additional evidence may be needed. SAS No. 56, Analytical Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 329.04 and 329.22), provides guidance on the use of
analytical procedures at the close of an audit.
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Chapter 18
UNRESOLVED ACCOUNTING ISSUES

18.1 Several financial accounting and reporting issues for state and local governments have been
identified for which no authoritative guidance exists. The GASB has recognized the need for
resolution of these issues and has placed some of them on its active agenda. This chapter
describes some of those issues.

ACCOUNTING AND FINANCIAL REPORTING FOR PUBLIC EMPLOYEE RETIREMENT SYSTEMS
18.2 Both the National Council on Governmental Accounting (NCGA) and the FASB have issued
accounting and financial reporting standards for state and local government pension plans. The
FASB promulgated Statement No. 35, Accounting and Reporting by Defined Benefit Pension Plans,
in March 1980. The NCGA issued Interpretation No. 4, Accounting and Financial Reporting for
Public Employee Retirement Systems and Pension Trust Funds, in December 1 9 8 1 , which was
superseded by NCGA Statement No. 6, Pension Accounting and Financial Reporting:
Public
Employee Retirement Systems and State and Local Government Employers. Both organizations
have deferred implementation of their pronouncements, however, because of conflict in t w o
primary areas: (a) the basis for recording investments and (b) benefit-liability determinations.
FASB Statement No. 75, Deferral of Effective Date of Certain Accounting Requirements for
Pension Plans of State and Local Governmental Units, and NCGA Interpretation No. 8, Certain
Pension Matters, were issued to achieve that mutual deferral.
18.3 FASB Statement No. 35 requires investments, including debt and equity securities, to be
presented at market value. NCGA Statement No. 6 requires equity securities to be presented
generally at cost and debt securities to be presented at amortized cost. Although the NCGA
prescribes the FASB Statement No. 35 computation method of determining the actuarial present
value of accumulated plan benefits, NCGA Statement No. 6 mandates consideration of salary
increases in computations and disclosures related to vested and nonvested benefits.
18.4 The GASB is studying these issues and the general area of financial accounting and
reporting by pension plans and their sponsors.

OTHER ISSUES
18.5 As of the date of this audit guide, the GASB is in the process of studying the accounting
for business-type activities, including "Public Authorities," to determine whether the accounting
model currently followed by public authorities is appropriate or whether another model is more
appropriate. The GASB is also studying authorities that currently use the flow of financial
resources and the flow of economic resources models.
18.6 Several other issues continue to require attention, including the appropriate financial
accounting and reporting practices for—
•

Capital assets and related depreciation in governmental accounting.
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•

Budgetary accounting comparisons and display in basic financial statements.

•

Information about the replacement cost of assets.

•

Deferred maintenance costs.

•

Unusual debt terms such as deep discount bonds, zero-coupon bonds, or no-commitment
debt.

18.7 All of these issues are complex. Their resolution will require more deliberation and debate
and are among the topics to be considered by the GASB. Readers should refer to GASB
publications and to the annual AICPA Audit Risk Alert State and Local Governmental Developments
for further information about these and other projects that may be controversial or under
consideration.
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Part VI

AUDITOR'S REPORTS

Chapter 19
AUDITOR'S REPORTS ON BASIC OR GENERAL-PURPOSE
FINANCIAL STATEMENTS

INTRODUCTION
19.1 Many governmental units are required by law to publish annual financial reports. An
increasing number of such reports contain financial statements that have been audited by
independent auditors. The governmental unit management is responsible for the contents of the
financial statements, including the notes. The independent auditor's responsibility is to report on
whether the financial statements are presented fairly in accordance with GAAP. The type of
report the independent auditor issues depends on the contents of the financial statements and on
the scope and results of the audit. Appendix A contains illustrations of auditors' reports.

LEVELS OF FINANCIAL REPORTING
19.2 GASB Cod. sec. 1900.114 illustrates a financial-reporting "pyramid" (included here as
exhibit 19.1), which characterizes financial reports of governmental units. The pyramid approach
to governmental financial statements has implications for the nature and scope of financial audits.
19.3 Exhibit 19-1 illustrates the levels of the pyramid. These levels are discussed in GASB Cod.
sec. 1900.115 as follows:
a.

General-Purpose Financial Statements (Combined Statements—Overview).
These
basic financial statements provide a summary overview of the financial position and
operating results of the reporting entity. They also serve as an introduction to the
more detailed statements and schedules that follow. Separate columns should be
used for each fund type and account group of the primary government.
The
statements should also include one or more separate columns to display the financial
position and operating results of the discretely presented component units.

b.

Combining
—

Statements.

By fund type. When a primary government (including its blended component
units) has more than one fund of a given type (for example, special revenue
funds), combining statements for all funds of that type should be presented in a
columnar format. The total columns of these combining statements should agree
with the amounts presented in the GPFS. (In some instances, disclosure
sufficient to meet CAFR reporting objectives may be achieved at this level; in
other cases, these statements "link" the GPFS and the individual fund
statements.)
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Exhibit 19-1
The Financial-Reporting "Pyramid"

The
Comprehensive
Annual
Financial
Report

Condensed
Summary
Data
General-Purpose
Financial Statements
(Combined
Statements—
Overview)
(a)

GeneralPurpose
Financial
Statements

Combining Statementsby Fund Type*
(b)
Individual Fund and Account Group
Statements
(c)
Schedules
(d)
Transaction Data
(the Accounting System)

Required
May be necessary
( ) Refers to "The Financial Section 'Pyramid'" discussion in paragraph 19.3
Source: GASB Codification section 1900.114.
*GASB Statement No. 14 (GASB Cod. app. A) adds "and for discretely presented component units.
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—

For discretely presented component units. When a financial reporting entity has
more than one discretely presented component unit, the total columns of these
combining statements should agree with the amounts presented in the GPFS.
(Combining statements are not required if a governmental entity presents each
component unit in a separate column in the GPFS.) Statements that present the
underlying fund types of an individual discretely presented component unit are
also required to be presented if the information is not available in separately
issued financial statements of the component unit.

c.

Individual Fund and Account Group Statements.
These statements present
information on the individual funds and account groups of the primary government
where (1) a primary government (including its blended component units) has only one
fund of a specific type, or (2) detail to assure disclosure sufficient to meet CAFR
reporting objectives is not presented in the combining statements. These statements
may also be used to present budgetary data and prior-year comparative data for the
funds and account groups of the primary government.

d.

Schedules. Data presented in schedules are not necessary for fair presentation in
conformity with GAAP unless referenced in the notes to the financial statements.
Schedules are used (1) to demonstrate finance-related legal and contractual
compliance (for example, where bond indentures require specific data to be
presented); (2) to present other information deemed useful (for example, combined and
combining schedules that encompass more than one fund or account group, such as
a Combined Schedule of Cash Receipts, Disbursements, and Balances—All Funds); and
(3) to provide details of data summarized in the financial statements (for example,
schedules of revenues, expenditures, transfers).

All four pyramid levels of detail may be required in some circumstances. On the other hand,
adequate disclosure may require only one or t w o levels. Determination of the appropriate level of
detail —and the distinction as to what is presented in a statement as opposed to a schedule—is
a matter of professional judgment.
19.4 Combined financial statements in governmental financial reporting are significantly different
from combined financial statements in commercial financial reporting. In the commercial area,
combined financial statements generally are aggregated financial statements for t w o or more
business enterprises that do not have a parent-subsidiary relationship. In the governmental area,
combined financial statements show the respective fund types and account groups in side-by-side
columns. Illustrations of combined financial statements are included in GASB Cod. sec. 2200.901.
19.5 GASB Cod. sec. 1900.109 states that every governmental entity should prepare and
publish a CAFR that includes all funds and account groups of the primary government and all
discretely presented component units of the reporting entity. The CAFR contains introductory
information, schedules necessary to demonstrate compliance with finance-related legal and
contractual provisions, and statistical data. The main components of the CAFR are—
a.

The general-purpose financial statements (see paragraphs 19.8 through 19.10 herein).

b.

Combining statements for the fund types of the primary government (including its
blended component units). Combining statements should also be presented for the
discretely presented component units.
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c.

Individual fund statements and schedules for the funds of the primary government
(including its blended component units).

19.6 The GPFS are designed to be "liftable" from the CAFR and may be issued separately. Such
statements may be used for inclusion in official statements for securities offerings and for
widespread distribution to users requiring less detailed information about the governmental entity's
finances than is contained in the CAFR. (The auditor's responsibilities when associated with
financial statements included in official statements are discussed in chapter 20.)
19.7 As discussed in GASB Statement No. 14, The Financial Reporting Entity, the GPFS and
CAFR of a financial reporting entity as defined in GASB Cod. app. A should include the financial
statements of component units. As discussed in chapter 2, the auditor should perform procedures
to be assured that all of the financial reporting entity's component units are so included. The
auditor may examine ordinances, interview officials, and make other inquiries to evaluate whether
there are component units that should be, but have not been, included in the reporting entity
according to the provisions of GASB Cod. app. A. Moreover, the auditor also should determine
if components that have been included have been audited and, if so, also refer to SAS No. 1, Part
of Audit Performed by Other Independent Auditors (AICPA, Professional Standards, vol. 1, AU sec.
543) and chapter 3 of this guide for further guidance. If the component units have not been
audited, it may be necessary to request that the client arrange for an audit.

FINANCIAL STATEMENTS
General-Purpose Financial Statements (Combined Statements—Overview)
19.8 GASB Cod. sec. 2200.127 states that the fund type and account group financial
information included in the GPFS constitutes "fair presentation in conformity with generally
accepted accounting principles." The following are the GPFS discussed and illustrated in GASB
Cod. secs. 2200 and 2450:
a.

Combined balance sheet—all fund types, account groups, and discretely presented
component units

b.

Combined statements of revenues, expenditures, and changes in fund balances—all
governmental fund types and discretely presented component units that use
governmental fund accounting

c.

Combined statements of revenues, expenditures, and changes in fund balances —
budget and actual —general and special revenue fund types (and similar governmental
fund types of the primary government for which annual budgets have been legally
adopted)

d.

Combined statement of revenues, expenses, and changes in retained earnings (or
equity) —all proprietary fund types and discretely presented component units that use
proprietary fund accounting

e.

Combined statement of cash flows—all proprietary fund types and discretely presented
component units that use proprietary fund accounting
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f.

Notes to the financial statements

g.

Required supplementary information

Trust fund operations may be reported in b, d, and e above, as appropriate, or separately.
19.9 The combined financial statements listed above should include all disclosures necessary
for fair presentation in conformity with GAAP. GASB Cod. sec. 2300 provides guidance on
disclosures.
19.10 The GPFS may present total columns for the reporting entity as a whole. If a total column
is presented, it should be captioned "Memorandum Only" because the total column is not
comparable to consolidated financial statements. A note to the financial statements should
indicate that the column is presented for information only, disclose whether interfund balances and
transactions have been eliminated, and state that the column does not present consolidated
financial information. If a total column for the entity as a whole is presented, a total column for
the primary government also should be presented and labeled "Memorandum Only."
19.11
Summarized Financial Statements. Some governmental units have issued summarized
statements that present only a single column and include some or all adjustments normally
associated with commercial consolidated financial statements. The question of whether such
summarized financial statements are more meaningful than combined financial statements is under
study. Current accounting literature requires combined financial statements for fair presentation
in conformity with GAAP and considers summarized financial statements supplementary data. On
February 2, 1993, the AICPA issued an exposure draft of an SOP on the proper form of auditor's
reports on summarized financial statements, entitled Reporting on Separately Issued Summary
Financial Information Prepared by State or Local Governmental Units.
19.12 Budgetary Comparisons as Part of Financial Statements. GASB Cod. sec. 2400 requires
that governmental financial reports include comparisons of the appropriated budgets related to
data for the general fund and all special revenue funds. Appropriated budgets are those adopted
by either the legislative or governing board of the oversight unit and/or its related component units
for their governmental types. Budgetary data for the discretely presented component units are not
required to be presented in the reporting entity's combined statement of revenues, expenditures,
and changes in fund balance—budget and actual.
19.13
If annual budgets are adopted for some, but not all, funds of a particular governmental
fund type, data should be presented only for those funds for which annual budgets have been
adopted.
19.14
If the budget is prepared on a basis that differs from GAAP, GASB Cod. sec. 2400.104
requires the actual information to be presented on the budgetary basis in the combined statement
of revenues, expenditures, and changes in fund balance—budget and actual, general and special
revenue fund types. The nature of the reconciling items between GAAP and the budget basis
should be disclosed in the notes to the financial statements as outlined in GASB Cod. sec.
2400.104. Accounting and reporting for encumbrances is a common example of such a
reconciling item. GAAP requires encumbrances outstanding at year end that do not lapse should
be reported as reservations of fund balance and not as expenditures. Budgets, however, often
treat encumbrances as expenditures. Additional guidance on budget-GAAP differences is provided
in GASB Cod. sec. 2400.
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19.15
Legal Budgets Exceeding One Year in Length. Some governmental units control spending
for particular programs or projects by adopting legal budgets that include more than one year's
expected expenditures. For example, legally authorized budgets for capital projects are often
adopted for the multiyear lives of the projects. Such budgets are not required to be presented in
the GPFS because they are not annual budgets.
19.16 Legally Required Proprietary Fund Budgets. Although GAAP do not require the inclusion
of budgetary comparisons for proprietary fund types, some jurisdictions may require such
presentations by law. If so, budgetary comparisons for proprietary funds may be presented as
supplementary information or in the GPFS.
Comprehensive Annual Financial Report
19.17
In addition to the combined financial statements, a governmental unit also may issue
combining, individual fund, and account group financial statements and supporting schedules,
usually in the comprehensive annual financial report. The auditor may report on the combining and
individual fund financial statements either by themselves or as supplementary financial information.
Financial Statements of Component Units
19.18
Only a financial reporting entity, as defined by GASB Cod. app. A, may issue a GPFS or
CAFR. However, as discussed in GASB Cod. sec. 2600, component units of a financial reporting
entity may issue separate financial statements. When GASB Statement No. 14 is effective,
financial statements that present only the financial data of the primary government should
acknowledge that the financial statements do not include the data of component units necessary
for fair presentation in conformity with GAAP.
19.19 As described in paragraph 65 of GASB Statement No. 14 (GASB Cod. app. A), although
the nucleus of a financial reporting entity usually is a primary government, an organization other
than a primary government, such as a component unit, may serve as a nucleus for a financial
reporting entity when it issues separate financial statements. The requirements of the statement
should be applied in layers "from the bottom up." That is, each component unit "layer" should
apply the definition and display provision to its own component unit financial reports. Separately
issued financial statements of a component unit should acknowledge that it is a component unit
of another government, for example, "Sample County School District, a component unit of Sample
County." In addition, the notes to the component unit's financial statements should identify the
primary government in whose financial reporting entity the component unit is included and
describe the relationship with the primary government.

THE INDEPENDENT AUDITOR'S REPORT
General Concepts
19.20
Generally Accepted Accounting Principles. The primary objective of an audit of a
governmental unit's financial statements by an independent auditor is the expression of an opinion
on the fairness with which they present financial position, results of operations, and, for its
proprietary fund types and nonexpendable trust funds, cash flows, in conformity with GAAP. As
discussed in chapter 3, the fund types and account groups are important elements of
governmental financial statements and audit scope should be established and materiality
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evaluations should be applied at that level. Further, GPFS must present all applicable fund types
and account groups in the governmental combined statement format to conform to GAAP.
19.21 Principal Auditor and Independence Issues. There are many situations in which more than
one auditor is involved in auditing the components of a reporting entity. A discussion of principal
auditor and independence responsibilities in such situations appears in chapter 3.
19.22 Reporting Other Financial Information Accompanying Basic Financial Statements.
A
financial report of a governmental unit may include a wide variety of financial information in
addition to the basic financial statements. The types of information typically included are
supplemental financial statements, schedules, and statistical data. The manner in which the
auditor reports on the additional information depends on the scope of the auditor's examination,
the nature of the additional information, and whether the information is included in a
client-prepared document or in an auditor-submitted document.
19.23
If the additional information consists of combining or individual fund financial statements
and related schedules, the auditor should report on such financial statements and schedules as
discussed below. In an auditor-submitted document, the auditor also should report on any other
data included in the financial report as discussed in SAS Nos. 29 and 52 (AICPA, Professional
Standards, vol. 1, AU sec. 5 5 1 , "Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents").
If the auditor's report is included in a
client-prepared financial report, the auditor should follow the guidance in SAS No. 8, Other
Information in Documents Containing Audited Financial Statements (AICPA, Professional
Standards, vol. 1, AU sec. 550), with respect to statistical or other data that the auditor has not
audited. (Association of the auditor's report with financial statements included in official
statements is discussed in chapter 20.)
19.24 The statistical section usually contains multiyear comparisons and other financial and
nonfinancial information. The independent auditor normally considers the entire statistical section
as unaudited and, accordingly, issues a disclaimer of opinion or assures that the statistical section
is clearly identified as not covered by the auditor's report. In practice, the latter procedure is
usually followed.
19.25 Prior Year Totals. The financial statements recommended in GASB Cod. sec. 2200.901
include a column for prior-year totals. Footnote 27 to the AlCPA's Professional Standards, vol. 1,
AU sec. 508, "Reports on Audited Financial Statements," discusses that situation and states that
the auditor need not report on such information.
Auditor's

Opinions

19.26
Many of the forms of reports that may be issued by the independent auditor are described
in the following paragraphs.
19.27
General-Purpose Financial Statements. If the auditor is engaged to audit a GPFS of a
governmental unit that presents only combined financial statements, the auditor should express
an opinion on the governmental unit's financial position, results of operations, and the cash flows
of its proprietary fund types and nonexpendable trust funds (see appendix A, example 1).
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19.28
General-Purpose Financial Statements Submitted Together With Combining, Individual
Fund, and Account Group Financial Statements and Supporting Schedules as Supplementary Data.
If the auditor is engaged to audit the GPFS and also submits combining and individual fund and
account group financial statements as supplementary data, AU sec. 551 applies and the auditor's
report should state whether the combining and individual fund and account group financial
statements are stated fairly in all material respects in relation to the GPFS taken as a whole (see
appendix A, example 2). In addition, the auditor should be satisfied that the combining and
individual fund financial statements are suitably titled. As discussed above, the scope of the audit
ordinarily includes application of auditing procedures to individual fund and account group data,
and the auditor is in a position to express an opinion on such accompanying information as
provided by AU sec. 5 5 1 .
19.29
If the auditor is engaged to audit the combining and individual fund and account group
financial statements in addition to the GPFS, the auditor's opinion addresses each presentation as
a primary statement. Ordinarily, in such circumstances the auditor will need to expand the
auditing procedures applied to the combining and individual fund and account group financial
statements. If supporting schedules accompany combining and individual fund and account group
financial statements, the auditor's report should state whether the information in those schedules
is presented fairly in conformity with GAAP in all material respects in relation to the GPFS taken
as a whole, or disclaim an opinion on such information (see appendix A, example 3).
19.30 Financial Statements of a Primary Government That Omit the Financial Data of Each
Component Unit. GASB Cod. app. A establishes criteria for defining the financial reporting entity
of a governmental unit. That section describes the legally separate organizations, functions, and
activities of government (that is, component units) that should be included in the GPFS of a
governmental financial reporting entity. It recognizes that there may be circumstances in which
a primary government may issue its separate financial statements that exclude all component units
(either blended or discretely presented) considered a part of the financial reporting entity, but
establishes a requirement that the limitations of the financial statements be clearly disclosed.
Such separate financial statements for the primary government, in the absence of specific
identification by the auditor, could be misinterpreted to be the complete financial statements of
the financial reporting entity. Accordingly, when reporting on separate financial statements of a
primary government that exclude component units in the reporting entity, the auditor should
indicate that the financial statements are those of the primary government and not of the financial
reporting entity; define the term "primary government"; give an appropriate opinion on the primary
government financial statements; and opine that the primary government financial statements do
not fairly present financial position and results of operations of the financial reporting entity in
conformity with generally accepted accounting principles (see appendix A, example 4).
19.31
A financial reporting entity may include some, but not all, component units in the financial
reporting entity financial statements. In that situation, the financial statements should be
described as GPFS of the financial reporting entity and the auditor should consider the need to
express a qualified or adverse opinion because of a departure from GAAP. A qualified or adverse
auditor's report should include an explanatory paragraph that describes the omitted component
unit(s) and discloses the effects of the omission on the financial statements, if reasonably
determinable (see appendix A, example 5).
19.32
General-Purpose Financial Statements That Omit a Fund Type, Fund, or Account Group.
If financial statements for funds, fund types, or account groups that should be included in the
GPFS (such as the general fixed-assets account group or an enterprise fund) are omitted, the
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auditor should consider the need to express a qualified or an adverse opinion on the financial
statements because of a departure from GAAP. A qualified or adverse auditor's report should
include an explanatory paragraph that describes the omitted fund type, fund, or account group and
discloses the effects on the financial statements, if reasonably determinable (see appendix A,
examples 6 and 7).
19.33 Individual Fund Financial Statements. The auditor may be engaged to audit financial
statements of only a specified fund or group of funds that are not intended to present fairly
financial position, results of operations, or cash flows of either the financial reporting entity or
component unit in conformity with GAAP. In such a case, the auditor's report should include a
middle paragraph calling attention to the fact that the financial statements are not intended to
present financial position and results of operations of the financial reporting entity or component
unit (see appendix A, examples 8 and 9).
19.34
General-Purpose Financial Statements With an Explanatory Paragraph Calling Attention
to Substantial Doubt About a Financial Reporting Entity's Ability to Meet Debts as They Come
Due. If a question has arisen about the ability of the governmental unit to meet its debts as they
come due, the auditor should consider the need to add an explanatory paragraph to his or her
report (see appendix A, example 10).
19.35
General-Purpose Financial Statements That Include an Unaudited Organization, Function,
or Activity.
Using the criteria established by GASB Cod. app. A, many governmental units'
financial reports may include component units that were heretofore reported separately. In certain
cases the financial statements of those units may be unaudited and may result in the auditor's
opinion on the GPFS being qualified or disclaimed, depending on the materiality of the unaudited
component unit to the governmental unit's financial statements (see appendix A, example 11).
19.36 Financial Statements of a Department Constituting Less Than A Fund. The auditor may
issue an unqualified opinion on the financial statements of a department (or agency) that
constitutes less than a fund. The auditor's report should include a middle paragraph that indicates
that the statements present information for only a portion of the financial reporting entity. (See
appendix A, example 15.)
19.37
Part of the Audit Performed by Another Auditor. When the auditor is serving as principal
auditor and another auditor has audited a material portion of the financial statements, the principal
auditor should consider the guidance in chapter 3 and whether to refer to the work of the other
auditor (see appendix A, examples 12 and 13).
Special Reports
19.38
If an independent auditor is engaged to audit financial statements prepared in conformity
with a comprehensive basis of accounting other than GAAP, as defined in SAS No. 62, Special
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), the independent auditor should
follow the guidance in SAS No. 62 (see appendix A, example 14).
19.39
If the auditor is engaged to audit financial statements presented in conformity with neither
GAAP nor an other comprehensive basis of accounting, the auditor should use the standard form
of report, modified for the departures f r o m GAAP.
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Jointly Signed Reports
19.40
During recent years, a number of governments have required that CPA firms proposing
to perform audits of their financial statements provide for minority or smaller firms, or both, to
participate in the conduct of the audit. In some cases, those requirements have been met by
principal auditors simply subcontracting a portion of the audit to the minority or smaller firms. In
those circumstances the report on the audit is signed by only the principal auditor in the manner
contemplated by SAS No. 1 (AICPA, Professional Standards, vol. 1, AU sec. 543).
19.41
In other circumstances the independent auditors participating in the audit have each
signed the report in their individual capacities. The profession's standards do not provide for
sharing the responsibility for an audit of the financial statements of a single entity by t w o or more
independent auditors. Each individual or firm signing an audit report should be considered to be
separately expressing an opinion on the financial statements. Signing the report in an individual
capacity is appropriate only if the individual or firm has complied with GAAS and is in a position
that justifies being the only signatory of the report. Paragraphs 22.18 through 22.23 discuss joint
audits and reliance on other auditors in a single audit.
19.42 A joint endeavor by t w o firms to conduct an audit could take the form of a legal entity,
just as individuals band together to form a firm. In that situation, the report might be signed with
the joint venture name. However, before undertaking such an approach, the auditors should
consider the implications of ethics rules on the use of fictitious names and state licensing statutes.
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Chapter 20
ASSOCIATION WITH FINANCIAL STATEMENTS
INCLUDED IN OFFICIAL STATEMENTS

ASSOCIATION WITH OFFICIAL STATEMENTS IN CONNECTION
WITH DEBT OFFERINGS
20.1 Debt securities generally are issued on a negotiated sale, a competitive bid basis, or in a
private placement. Negotiated offerings are made by the issuer to one or more underwriters who
resell the bonds to the public. Competitive bid sales are based on sealed bids submitted by
underwriters or investors to the underwriter, or the underwriting group that submitted the best
acceptable bid. A private placement occurs for small issues, many times with a local bank. An
official statement is generally prepared by the issuer of debt securities with the assistance of
financial advisors, bond counsel, and, frequently, the entity's independent accountants.
20.2 The GFOA published Disclosure Guidelines for Offerings of Securities by State and Local
Governments in 1978 and a revised version, Disclosure Guidelines for State and Local Government
Securities ("Guidelines"), in 1 9 9 1 . The 1991 booklet provides current guidelines for the
preparation of official statements and suggests the format and content of information contained
in them. Guidelines strongly suggests that the GPFS with an independent auditor's report be
included in the official statement. The major areas of change and emphasis are as follows:
•

Recommend standardization of the order of presentation for items presented in the official
statement

•

Simplify and condense the information presented on cover pages

•

Recommend a format for introductions to official statements

•

Recognize separate issuers of governmental, conduit, and credit-enhanced issues

•

Give guidance on disclosures for both nonprofit and for-profit conduit securities

•

Add new sections for disclosure regarding conduits, credit enhancements, and basic
documentation

•

Recommend that governmental issuers receive assurances as to disclosures by credit
enhancers and conduit borrowers

•

Restate procedural statements to conform with SEC Rule 15c2-12 requirements for dealers

•

Provide new procedural statements regarding assurances from credit enhancers, conduit
issuers, and notices of sale and bid forms

•

Include appendices containing supplementary and background materials, and a complete
index

20.3 Governmental units are exempt from the reporting and registration requirements under the
Securities Act of 1933 ("1933 Act") and the Securities Exchange Act of 1934 ("1934 Act").
However, the federal anti-fraud provisions of those acts that relate to the adequacy of disclosures
apply to governmental unit security offerings. The best known of those provisions is section 10b5 of the 1934 Act, which imposes civil liability for unlawful acts; for example, misrepresentations
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or omissions of material facts by any person in the offering or sale of securities, including
securities issued by governmental units.
20.4 The Securities and Exchange Commission (SEC) promulgated Rule 15c2-12 regarding the
disclosure responsibilities of underwriters of municipal securities. This rule and the accompanying
SEC releases have major implications for the procedures to be followed by issuers in the provision
of information to the market so as to assist underwriters in meeting their responsibilities.
Accordingly, the Guidelines reflects the requirements of the rule, especially in the section entitled
"Procedural Statements."
20.5 In addition to the SEC rule and its impact, the general area of disclosure has been the
subject of study by various groups. These efforts led to the formulation of additional guidance for
use by market participants. The contributions of the National Federation of Municipal Analysts,
the National Council of State Housing Agencies, the Municipal Securities Rulemaking Board, and
the Public Securities Association are especially noteworthy and are reflected in the revisions.
20.6 An auditor is not required to participate in, or undertake any, procedures with respect to an
official statement. However, the auditor is deemed to be involved in an offering if the auditor—
•

Manually signs the independent auditor's report included in the offering document.

•

Provides written consent to the use of the independent auditor's report in the official
statement (see paragraphs 20.13 and 20.14).

•

Reviews a draft of the official statement at the client's request.

•

Assists in the preparation of the financial information included in an official statement.

•

Issues an agreed-upon procedures letter (formerly referred to as a comfort letter) on
information included in an official statement.

If engaged in or otherwise involved in a debt offering, the auditor should refer to SAS No. 8, Other
Information in Documents Containing Audited Financial Statements, (AICPA, Professional
Standards, vol. 1, AU sec. 550), for guidance on responsibilities concerning information in the
official statement other than the financial statements covered by his or her opinion (see paragraph
20.14).
20.7 There are generally three critical dates in a debt offering of a governmental entity. The first
is the date the preliminary official statement (POS) is issued to all prospective buyers of the debt
securities. An official statement (OS) is issued at the time of sale (sometimes referred to as the
effective date) and identifies the buyer of the debt and the related actual debt service requirements
of the new debt. The closing date represents the date the transaction is finalized and the cash is
transferred from the buyer to the governmental entity. The time period between these dates varies
among transactions.
Letters for Underwriters
20.8 When the accountant is asked to issue a letter consenting to the use of the auditor's report
in the official statement, the effective date of the consent can be the POS date or the OS date.
When the accountant is asked to prepare a letter for the underwriter, the letter can be as of the
POS date or the OS date with updating letters issued as of the OS date (if applicable) and the
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closing date. The procedures in these letters can be cut off as much as five business days before
the date of the letter.
20.9 Underwriting agreements between the governmental issuer and the underwriters may
require the auditor to obtain a comfort letter addressed to the underwriters. SAS No. 72, Letters
for Underwriters and Certain Other Requesting Parties, gives guidance to accountants in providing
letters to underwriters in the 1993 Act and to certain other requesting parties. SAS No. 72 is
effective for comfort letters issued on or after June 30, 1993. Accountants may provide a comfort
letter to a broker-dealer or other financial intermediary acting as principal or agent in offerings of
securities issued or backed by governmental entities exempt from registration under the 1933 Act
only if the broker-dealer or other intermediary provides the required representation letter. The
required elements of the representation letter from a broker-dealer or other financial intermediary
are as follows:
•

The letter should be addressed to the accountants.

•

The letter should contain the following:
This review process, applied to the information relating to the issuer, is (will be)
substantially consistent with the due diligence review process that we would perform if this placement of securities (or issuance of securities in an acquisition
transaction) were being registered pursuant to the Securities Act of 1933 (the Act).
We are knowledgeable with respect to the due diligence review process that would
be performed if this placement of securities were being registered pursuant to the
Act.

•

The letter should be signed by the requesting party.

When a party requesting a comfort letter has provided the accountants with the required
representation letter, the accountants should refer in the comfort letter to the requesting party's
representations. (See example P in the appendix to SAS No. 72. Example P is a typical comfort
letter in a non-1933 Act offering, including the required underwriter representations.)
20.10 SAS No. 72 requires accountants to perform an SAS No. 71 review to provide negative
assurance in a comfort letter on interim financial information. If the accountant has not performed
such a review, he or she is limited to stating procedures performed and findings obtained.
20.11
Unless engaged in or otherwise involved in a debt offering, the auditor has no obligation
to perform any procedures to corroborate other information contained in an official statement.
However, the auditor should read the information and consider whether such information, or the
manner of its presentation, is materially inconsistent with information, or the manner of its
presentation, appearing in the financial statements (see AU sec. 550.04). AU sec. 550.05 further
suggests the action an auditor should take if, based on that reading, there is a material inconsistency between the financial statements and the other information presented, or if there is a
material misstatement of fact in the other information.
Status as "Experts" and Use of Financial Statements
20.12
Two interpretations relating to AU sec. 7 1 1 , Fifing Under Federal Securities Statutes, were
published in the August 1992 issue of the Journal of Accountancy. The interpretations addressed
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the auditor's consent (a) to being named as an "expert" and (b) to the use of an audit report in an
offering document other than one registered under the 1933 Act.
Consenting to Be Named as an "Expert" in an Offering Document in Connection With
Securities Offerings Other Than Those Registered Under the Securities Act of 1933
20.13
This interpretation states that the auditor should not consent to being named as an expert
in a non-33 Act offering, unless the term "expert" is defined under the applicable state law, as, for
example, in a document for an intrastate securities offering. Sample wording for the section in the
offering document referring to the auditor's role and replacing the "Experts" section is as follows:
Independent Auditors
The financial statements as of December 3 1 , 19XX, and for the year then ended, included
in this offering circular, have been audited by ABC, independent auditors, as stated in their
report(s) appearing herein.
Consenting to the Use of an Audit Report in an Offering Document Other Than One
Registered Under the Securities Act of 1933
20.14 The auditor is not required to provide a consent but may do so.
provides example language that the auditor may use:

The interpretation

We agree to the inclusion in this offering circular of our report, dated February 5, 19XX,
on our audit of the financial statements of [name of entity].
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Part VII

AUDITS OF FEDERAL
FINANCIAL ASSISTANCE
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APPENDICES

TITLE OF APPENDICES

Appendix
A

Title
ILLUSTRATIVE AUDITOR'S REPORTS (SOP 92-7, Appendix D)
Example 1. Unqualified Opinion on General-Purpose
Statements

Financial

Example 2.
Unqualified Opinion on General-Purpose Financial
Statements Submitted Together With Combining, Individual
Fund, and Account Group Financial Statements and
Supporting Schedules as Supplementary Data
Example 3.
Unqualified Opinion on General-Purpose Financial
Statements Submitted Together With Combining, Individual
Fund, and Account Group Financial Statements Presented
With Supporting Schedules Reported on as Supplementary
Data
Example 4.
Report
on
Primary
Government
Financial
Statements That Omit the Financial Data of Each Component
Unit
Example 5.
Qualified Opinion on General-Purpose Financial
Statements That Omit One or More, But Not All, Component
Units of the Financial Reporting Entity
Example 6.
Qualified Opinion on General-Purpose Financial
Statements That Omit a Fund Type or Account Group
Example 7. Qualified Opinion on General-Purpose
Statements That Omit a Fund From a Fund Type

Financial

Example 8.
Unqualified Opinion on General-Fund Financial
Statements With an Explanatory Paragraph Calling Attention
to the Fact That the Financial Statements Do Not Represent
the Financial Position and Results of Operations of the
Financial Reporting Entity

The text of appendices B through J is not included here because they are contained either in other AICPA
literature or are part of SOP 92-7 (see footnote on p. iv). They will be incorporated into the final guide.
In the final guide, the reports included in this Appendix will supersede "Illustrative Auditor's Reports," examples
1 through 15, in appendix D of SOP 92-7. Examples 16 through 26 of SOP 92-7's appendix D will be
incorporated into this Appendix in the final guide.
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Example 11. Qualified Opinion on General-Purpose Financial
Statements That Include an Unaudited Organization, Function,
or Activity
Example 12(A).
Unqualified Opinion on General-Purpose Financial
Statements With Reference to an Audit of an Organization,
Function, or Activity by Other Auditors
Example 12(B).
Unqualified Opinion on General-Purpose Financial
Statements Submitted With Combining, Individual Fund, and
Account Group Financial Statements When One Fund or
Component Unit Has Been Audited by Other Auditors
Example 13. Unqualified Opinion on General-Purpose Financial
Statements With Reference to an Audit of All of a Fund Type
by Other Auditors
Example 14. Unqualified Opinion on Financial
Statements
Prepared in Accordance With a Comprehensive Basis of
Accounting Other Than Generally Accepted Accounting
Principles
Example 15. Unqualified Opinion on Financial Statements of a
Department Constituting Less Than a Fund

B

ILLUSTRATIVE INTERNAL CONTROL STRUCTURE QUESTIONS STATE AND LOCAL GOVERNMENTAL UNITS (AICPA Audit and
Accounting Manual, sec. 4600)

C

THE SINGLE AUDIT ACT OF 1984 (presently Appendix E)

D

QUESTIONS AND ANSWERS ON THE SINGLE AUDIT PROCESS OF
OMB CIRCULAR A-128 (SOP 92-7, Appendix E)
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E

OMB CIRCULARS THAT ADDRESS MANAGEMENT OF FEDERAL
ASSISTANCE PROGRAMS APPLICABLE TO STATE AND LOCAL
GOVERNMENTS (previously Appendices D and F)

F

THE "COMMON RULE" - UNIFORM ADMINISTRATIVE REQUIREMENTS FOR GRANTS AND COOPERATIVE AGREEMENTS TO
STATE AND LOCAL GOVERNMENTS (SOP 92-7, Appendix F)

G

KEY EVENTS IN THE HISTORY OF AUDITING FEDERAL PROGRAMS
(SOP 92-7, Appendix A)

H

SINGLE AUDIT LITERATURE (SOP 92-7, Appendix B)

I

FEDERAL QUALITY CONTROL PROCEDURES (SOP 92-7, Appendix
C)

J

ACRONYMS AND ABBREVIATIONS (previously Appendix G)
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Appendix A

ILLUSTRATIVE AUDITOR'S REPORTS

EXAMPLE 1

Unqualified Opinion on General-Purpose Financial Statements
Independent Auditor's Report
We have audited the accompanying general-purpose1 financial statements of City of Example, Any
State, as of and for the year ended June 30, 19X1. These general-purpose financial statements
are the responsibility of City of Example, Any State, management. Our responsibility is to express
an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the general-purpose financial statements referred to above present fairly, in all
material respects, the financial position of City of Example, Any State, as of June 30, 1 9 X 1 , and
the results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds for the year then ended in conformity with generally accepted accounting principles.
[Signature]
[Date]

1

The financial statements of a component unit should acknowledge that the component unit is a component unit
of another government. In addition, the notes to the component unit's financial statements should identify the
primary government of the financial reporting entity and the component unit's relationship to the primary
government. For reporting on the financial statements of a primary government, see example 4.
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EXAMPLE 2

Unqualified Opinion on General-Purpose Financial Statements
Submitted Together With Combining, Individual Fund, and Account
Group Financial Statements and Supporting Schedules as
Supplementary Data2
Independent Auditor's Report
We have audited the accompanying general-purpose3 financial statements of City of Example, Any
State, as of and for the year ended June 30, 19X1. These general-purpose financial statements
are the responsibility of City of Example, Any State, management. Our responsibility is to express
an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the general-purpose financial statements referred to above present fairly, in all
material respects, the financial position of City of Example, Any State, as of June 30, 1 9 X 1 , and
the results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds for the year then ended in conformity with generally accepted accounting principles.
Our audit was made for the purpose of forming an opinion on the general-purpose financial
statements taken as a whole. The combining and individual fund and account group financial
statements and schedules listed in the table of contents are presented for purposes of additional
analysis and are not a required part of the general-purpose financial statements of City of Example,
Any State. Such information has been subjected to the auditing procedures applied in the audit
of the general-purpose financial statements and, in our opinion, is fairly presented in all material
respects in relation to the general-purpose financial statements taken as a whole. 4
[Signature]
[Date]

2

If a schedule of federal financial assistance is reported on as supplementary data, Government Auditing
Standards, issued by the Comptroller General of the United States, should be referenced in the second paragraph.

3

See footnote 1.

4

When reporting on supplementary data, the auditor should consider the effect of any modifications in the report
on the general-purpose financial statements on the supplementary data. Guidance on reporting in such
circumstances is provided in AU sections 551 and 552 (AICPA, Professional Standards, vol. 1).
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EXAMPLE 3

Unqualified Opinion on General-Purpose Financial Statements
Submitted Together With Combining, Individual Fund, and Account
Group Financial Statements Presented With Supporting Schedules
Reported on as Supplementary Data
Independent Auditor's Report
We have audited the accompanying general-purpose5 financial statements of City of Example, Any
State, as of and for the year ended June 30, 19X1. These general-purpose financial statements
are the responsibility of City of Example, Any State, management. Our responsibility is to express
an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the general-purpose financial statements referred to above present fairly, in all
material respects, the financial position of City of Example, Any State, as of June 30, 19X1, and
the results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds for the year then ended in conformity with generally accepted accounting principles. Also,
in our opinion, the combining and individual fund and account group financial statements referred
to above present fairly, in all material respects, the financial position of each of the individual funds
and account groups of City of Example, Any State, as of June 30, 19X1, and the results of
operations of such funds and the cash flows of individual proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with generally accepted
accounting principles.
Our audit was made for the purpose of forming an opinion on the general-purpose financial
statements taken as a whole and on the combining and individual fund and account group financial
statements. The accompanying financial information listed in the table of contents is presented
for purposes of additional analysis and is not a required part of the general-purpose financial
statements of City of Example, Any State. Such information has been subjected to the auditing
procedures applied in the audit of the general-purpose financial statements and, in our opinion, is
fairly presented in all material respects in relation to the general-purpose financial statements taken
as a whole. 6
[Signature]
[Date]

5

See footnote 1.

6

See footnote 4.
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EXAMPLE 4

Report on Primary Government Financial Statements That
Omit the Financial Data of Each Component Unit
Independent Auditor's Report
We have audited the accompanying primary government financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These financial statements are the
responsibility of City of Example, Any State, management. Our responsibility is to express an
opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
A primary government is a legal entity or body politic and includes all funds, organizations,
institutions, agencies, departments, and offices that are not legally separate. Such legally separate
entities are referred to as component units. In our opinion, the primary government financial
statements present fairly, in all material respects, the financial position of the primary government
of City of Example, Any State, as of June 30, 19X1, and the results of its operations and cash
flows of its proprietary fund types and nonexpendable trust funds for the year then ended in
conformity with generally accepted accounting principles.
However, the primary government financial statements, because they do not include the financial
data of component units of City of Example, Any State, do not purport to, and do not, present
fairly the financial position of the City of Example, Any State, as of June 30, 1 9 X 1 , and the
results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds for the year then ended in conformity with generally accepted accounting principles.
[Signature]
[Date]
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EXAMPLE 5

Qualified Opinion on General-Purpose Financial Statements
That Omit One or More, But Not All, Component Units of the
Financial Reporting Entity7
Independent Auditor's Report
We have audited the accompanying general-purpose8 financial statements of City of Example, Any
State, as of and for the year ended June 30, 19X1. These general-purpose financial statements
are the responsibility of City of Example, Any State, management. Our responsibility is to express
an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The general-purpose financial statements referred to above do not include financial data of the
[identify the component unit(s) omitted], which should be included 9 in order to conform with
generally accepted accounting principles. If the omitted component unit(s) had been included, the

7

There may be circumstances when, based on professional judgment, the auditor may determine that an adverse
opinion on the general-purpose financial statements is appropriate. In such a case, a separate explanatory
paragraph should state all the substantive reasons for the adverse opinion and the principal effects of those
matters. If an adverse opinion is to be rendered, the last two paragraphs of this report should be replaced with
the following paragraphs:
The general-purpose financial statements referred to above do not include financial data of the
[identify the component unit(s) omitted], which should be included in order to conform with generally
accepted accounting principles.
Because of the departure from generally accepted accounting principles identified above, as of June
30, 19X1, the assets and revenues of the [identify fund type(s)—for example, special revenue fund
type—or component unit(s)] would have increased by $XXX,XXX and $XXX,XXX, respectively, there
would have been an excess of expenditures over revenues in the fund type [or component unit(s)]
for the year of $XXX,XXX, and the [identify fund type(s) or component unit(s)] fund balance would
have been a deficit of $XXX,XXX.
In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the
general-purpose financial statements referred to above do not present fairly, in conformity with
generally accepted accounting principles, the financial position of City of Example, Any State, as of
June 30, 19X1, or the results of its operations or the cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended.

8

See footnote 1.

9

If the amounts applicable to the omitted component unit have not been audited, insert the phrase based on
unaudited information.
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assets and revenues of the [identify fund type(s)—for example, special revenue fund type—or
discretely presented component unit column(s)] would have been increased by $XXX,XXX and
$XXX,XXX, respectively, there would have been an excess of expenditures over revenues in that
fund type [or component unit(s)] of $XXX,XXX for the year, and the [identify fund type(s) or
discretely presented component unit column] fund balance would have been a deficit of
$XXX,XXX.
In our opinion, except for the effects on the financial statements of the omission described in the
preceding paragraph, the general-purpose financial statements referred to above present fairly, in
all material respects, the financial position of City of Example, Any State, as of June 30, 1 9 X 1 ,
and the results of its operations and cash flows of its proprietary fund types and nonexpendable
trust funds for the year then ended in conformity with generally accepted accounting principles.
[Signature]
[Date]
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EXAMPLE 6

Qualified Opinion on General-Purpose Financial Statements That Omit
a Fund Type or Account Group10
Independent Auditor's Report
We have audited the accompanying general-purpose11 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The general-purpose financial statements referred to above do not include the [identify the fund
type (account group) omitted], which should be included in order to conform with generally
accepted accounting principles. The omitted fund type 1 2 has assets, liabilities, revenues, and
expenditures of $XXX,XXX, $XXX,XXX, $XXX,XXX, and $XXX,XXX, respectively. [The amount
that should be recorded in the (identify account group) is not known.]
In our opinion, except for the effect on the financial statements of the omission described in the
preceding paragraph, the general-purpose financial statements referred to above present fairly, in
all material respects, the financial position of City of Example, Any State, as of June 30, 1 9 X 1 ,
and the results of its operations and cash flows of its proprietary fund types and nonexpendable
trust funds for the year then ended in conformity with generally accepted accounting principles.
[Signature]
[Date]

10

See footnote 7.

11

See footnote 1.

12

If the amounts applicable to the omitted fund type or account group have not been audited, insert the phrase
based on unaudited information.
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EXAMPLE 7

Qualified Opinion on General-Purpose Financial Statements
That Omit a Fund From a Fund Type13
Independent Auditor's Report
We have audited the accompanying general-purpose14 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The general-purpose financial statements referred to above do not include the [identify the omitted
fund], which should be included in order to conform with generally accepted accounting principles.
If the omitted fund 1 5 had been included, the [identify fund type] assets, liabilities, revenues, and
expenditures would have increased $XXX,XXX, $XXX,XXX, $XXX,XXX, and $XXX,XXX,
respectively.
In our opinion, except for the effect on the general-purpose financial statements of the omission
described in the preceding paragraph, the general-purpose financial statements referred to above
present fairly, in all material respects, the financial position of City of Example, Any State, as of
June 30, 19X1, and the results of its operations and cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with generally accepted
accounting principles.
[Signature]
[Date]

13

See footnote 7.

14

See footnote 1.

15

If the amounts applicable to the omitted fund have not been audited, insert the phrase based on unaudited
information.
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EXAMPLE 8

Unqualified Opinion on General-Fund Financial Statements With an
Explanatory Paragraph Calling Attention to the Fact That the Financial
Statements Do Not Represent the Financial Position and Results of
Operations of the Financial Reporting Entity
Independent Auditor's Report
We have audited the accompanying financial statements of the general fund of City of Example,
Any State, as of and for the year ended June 30, 19X1. These financial statements are the
responsibility of City of Example, Any State, management. Our responsibility is to express an
opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements present only the general fund and are not
intended to present fairly the financial position and results of operations of City of Example, Any
State, in conformity with generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of the general fund of City of Example, Any State, as of June 30, 19X1, and
the results of its operations for the year then ended in conformity with generally accepted
accounting principles.
[Signature]
[Date]
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EXAMPLE 9

Unqualified Opinion on an Enterprise Fund's Financial Statements
With an Explanatory Paragraph Calling Attention to the Fact That the
Financial Statements Do Not Represent the Financial Position and
Results of Operations of the Financial Reporting Entity
Independent Auditor's Report
We have audited the accompanying financial statements of [identify enterprise fund] of City of
Example, Any State, as of and for the year ended June 30, 19X1. These financial statements are
the responsibility of City of Example, Any State, management. Our responsibility is to express an
opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements present only the [identify enterprise fund] and
are not intended to present fairly the financial position of City of Example, Any State, and the
results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds in conformity with generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of [identify enterprise fund] of City of Example, Any State, as of June 30,
19X1, and the results of its operations and cash flows for the year then ended in conformity with
generally accepted accounting principles.
[Signature]
[Date]
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EXAMPLE 10

Unqualified Opinion on General-Purpose Financial Statements With an
Explanatory Paragraph Calling Attention to Substantial Doubt About
a Financial Reporting Entity's Ability to Meet its Debts as They
Come Due16
Independent Auditor's Report
We have audited the accompanying general-purpose17 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the general-purpose financial statements referred to above present fairly, in all
material respects, the financial position of City of Example, Any State, as of June 30, 1 9 X 1 , and
the results of its operations and cash flows of its proprietary fund types and nonexpendable trust
funds for the year then ended in conformity with generally accepted accounting principles.
As discussed in Note X, [include description of reason that a question has arisen about the ability
of the governmental unit to meet its debts as they come due]. The general-purpose financial
statements do not include any adjustment relating to the amounts and classification of liabilities
that might be necessary if City of Example, Any State, is not able to meet its debts as they come
due or if such debts are adjusted under the provisions of chapter 9 of the Federal Bankruptcy
Code.
[Signature]
[Date]

16

See criteria in SAS No. 58, Reports on Audited Financial Statements, paragraphs 24 through 30 (AICPA,
Professional Standards, vol. 1, AU sec. 508), regarding uncertainties, and see discussion of reporting
considerations when the auditor has substantial doubt about an entity's ability to continue as a going concern
for a reasonable period of time in paragraphs 12 through 16 of SAS No. 59, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341).

17

See footnote 1.
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EXAMPLE 11

Qualified Opinion on General-Purpose Financial Statements That
Include an Unaudited Organization, Function, or Activity
Independent Auditor's Report
We have audited the accompanying general-purpose18 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit.
Except as discussed in the following paragraph, we conducted our audit in accordance with
generally accepted auditing standards. Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the general-purpose financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the general-purpose financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall general-purpose financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.
We were unable to obtain the financial statements supporting the financial activities of the
[identify the organization, function, or activity] because [state reasons why unaudited information
could not be obtained]. Those financial activities are included in the [identify fund type, account
group, or component unit column] and represent XX percent and XX percent of the assets and
revenues, respectively, of [identify fund type, account group, or component unit column].
In our opinion, except for the effects of such adjustment, if any, as might have been determined
to be necessary had we been able to obtain the audited financial statements of [identify the
organization, function, or activity], the general-purpose financial statements referred to above
present fairly, in all material respects, the financial position of City of Example, Any State, as of
June 30, 1 9 X 1 , and the results of its operations and cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with generally accepted
accounting principles.
[Signature]
[Date]

18

See footnote 1 .
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EXAMPLE 12(A)

Unqualified Opinion on General-Purpose Financial Statements With
Reference to an Audit of an Organization, Function, or Activity by
Other Auditors
Independent Auditor's Report
We have audited the accompanying general-purpose19 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit. We did
not audit the financial statements of [identify organization, function, or activity], which represent
XX percent and XX percent, respectively, of the assets and revenues of the [identify fund type,
account group, or component unit column]. Those financial statements were audited by other
auditors whose report thereon has been furnished to us, and our opinion, insofar as it relates to
the amounts included for [identify organization, function, or activity], is based on the report of the
other auditors.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, based on our audit and the report of other auditors, the general-purpose financial
statements referred to above present fairly, in all material respects, the financial position of City
of Example, Any State, as of June 30, 1 9 X 1 , and the results of its operations and cash flows of
its proprietary fund types and nonexpendable trust funds for the year then ended in conformity
with generally accepted accounting principles.
[Signature]
[Date]

19

See footnote 1.
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EXAMPLE 12(B)

Unqualified Opinion on General-Purpose Financial Statements
Submitted With Combining, individual Fund, and Account Group
Financial Statements When One Fund or Component Unit Has Been
Audited by Other Auditors
Independent Auditor's Report
We have audited the accompanying general-purpose20 financial statements of City of Example,
Any State, as of and for the year ended June 30, 1 9 X 1 . These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit. We did
not audit the financial statements of the [identify fund or component unit] which statements
reflect total assets of $XXX,XXX as of June 30, 1 9 X 1 , and total revenues of $XXX,XXX for the
year then ended. Those financial statements were audited by other auditors whose report has
been furnished to us, and our opinion on the general-purpose financial statements, insofar as it
relates to the amounts included for the [identify fund or component unit) in the [identify fund type
or component unit column], is based on the report of the other auditors.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, based on our audit and the report of other auditors, the general-purpose financial
statements referred to above present fairly, in all material respects, the financial position of City
of Example, Any State, as of June 30, 19X1, and the results of its operations and cash flows of
its proprietary fund types and nonexpendable trust funds for the year then ended in conformity
with generally accepted accounting principles. Also, in our opinion, the combining, individual fund,
and account group financial statements referred to above (other than the [identify fund or
component unit], whose financial statements were audited by other auditors whose report
expressed an unqualified opinion) present fairly, in all material respects, the financial position of
each of the individual funds and account groups of City of Example, Any State, at June 30, 1 9 X 1 ,
and the results of operations of such funds and the cash flows of individual proprietary fund types
and nonexpendable trust funds for the year then ended in conformity with generally accepted
accounting principles.
[Signature]
[Date]

20

See footnote 1.
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EXAMPLE 13

Unqualified Opinion on General-Purpose Financial Statements With
Reference to an Audit of All of a Fund Type by Other Auditors
Independent Auditor's Report
We have audited the accompanying general-purpose21 financial statements of City of Example,
Any State, as of and for the year ended June 30, 19X1. These general-purpose financial
statements are the responsibility of City of Example, Any State, management. Our responsibility
is to express an opinion on these general-purpose financial statements based on our audit. We did
not audit the financial statements of the [identify fund type]. Those financial statements were
audited by other auditors whose report has been furnished to us, and our opinion on the generalpurpose financial statements, insofar as it relates to the amounts included for the [identify fund
type], is based on the report of the other auditors.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
general-purpose financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall generalpurpose financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, based on our audit and the report of other auditors, the general-purpose financial
statements referred to above present fairly, in all material respects, the financial position of City
of Example, Any State, as of June 30, 1 9 X 1 , and the results of its operations and cash flows of
its proprietary fund types and nonexpendable trust funds for the year then ended in conformity
with generally accepted accounting principles.
[Signature]
[Date]

21

See footnote 1.
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EXAMPLE 14

Unqualified Opinion on Financial Statements Prepared in Accordance
With a Comprehensive Basis of Accounting Other Than Generally
Accepted Accounting Principles
Independent Auditor's Report
We have audited the accompanying financial statements of City of Example, Any State, as of and
for the year ended June 30, 19X1. These financial statements are the responsibility of City of
Example, Any State, management. Our responsibility is to express an opinion on these financial
statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
As discussed in Note X, City of Example, Any State, prepares its financial statements on a
prescribed basis of accounting that demonstrates compliance with the cash basis and budget laws
of Any State, which is a comprehensive basis of accounting other than generally accepted
accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the cash and unencumbered cash balances of City of Example, Any State, as of June 30, 1 9 X 1 ,
and the revenues it received and expenditures it paid for the year then ended on the basis of
accounting described in Note X. 22
[Signature]
[Date]

22

If the financial statements are prepared in conformity with the requirements or financial reporting provisions of
a governmental regulatory agency to whose jurisdiction the entity is subject, the opinion paragraph should be
followed by a paragraph that restricts the distribution of the report solely to those within the entity and for filing
with the regulatory agency (SAS No. 62, Special Reports [AICPA, Professional Standards, vol. 1, AU sec. 623
.05(f) and 623.08]).
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EXAMPLE 15

Unqualified Opinion on Financial Statements of a Department
Constituting Less Than a Fund
Independent Auditor's Report
We have audited the accompanying financial statements of Department of Example, Any State,
as of and for the year ended June 30, 19X1. These financial statements are the responsibility of
Department of Example, Any State, management. Our responsibility is to express an opinion on
these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
As discussed in Note X, the financial statements of the Department of Example, Any State, are
intended to present the financial position and results of operations and cash flows of proprietary
fund types of only that portion of the financial reporting entity of the State that is attributable to
the transactions of the Department.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Department of Example, Any State, as of June 30, 19X1, and the results
of its operations and cash flows for the year then ended in conformity with generally accepted
accounting principles.
[Signature]
[Date]
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